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CURRENT EVENTS 








Calendar of Events 


March 18—Regular Meeting of the 
3oard of Directors. 

March 18—7 :45 P.M.—Society Meet- 
ing—Subject: To be announced 
later. Location: Waldorf-Astoria 
Hotel, Lexington Avenue at 49th 
Street, New York City. 

April 4— Regular Meeting of the 
Board of Directors. 

April 8—7:45 P.M.—Society Meet- 
ing — Subject: To be announced 
later. Location: Waldorf-Astoria 
Hotel, Lexington Avenue at 49th 
Street, New York City. 


Special Technical Meetings 

A new series of six special tech- 
nical meetings (formerly called 
round-table meetings), is scheduled 
for the Spring. All of the meetings 
will be held on Wednesday evenings 
at 8 P.M. in the Engineering Audi- 
torium, 29 West 39th Street, New 
York City. The series will begin 
on April 3rd and will end on May 
10th. 

The following subjects will be 
taken up by committees at these 
meetings : 

April 3rd — Intangible Assets — T. 

Reginald Cloake, Chairman. 
April 10th—Real Estate Accounting 

—Allan C. George, Chairman. 
April 17th — Mining and Smelting 

Accounting—Crawford C. Halsev, 

Chairman, 

April 24th—Governmental Account- 
ing—Everett J. Penny, Chairman. 

May lst—Dairy Industry Account- 
ing—Chester W. DeMond, Chair- 
man. 

May 10th—Foreign Trade Account- 
ing—George W. Price, Chairman. 





Further notice will be sent to the 
members on the details of the meet- 
ings. 


Announcement 

The Pace Institute cordially in- 
vites the members of The New York 
State Society to attend a Forum Dis- 
cussion of “Stock Brokerage Ac- 
counting under the New Regula- 
tions of the New York Stock Ex- 
change” by Frederick S. Todman, 
a member of the Society, to be held 
on Thursday, February 15th, at 7:30 
P.M. in Alumni Hall, 225 Broadway, 
New York City. 

The subject matter to be covered 
will be related to the surprise ele- 
ment in examinations which is spon- 
sored by the Exchange, reference to 
the prescribed audit procedure, the 
computation of “Aggregate Indebt- 
edness” and “Net Capital” ratios and 
the preparation of condensed finan- 
cial statements under direction of 
the Exchange. 

Admission is by ticket only which 
may be obtained from Pace Insti- 
tute. The number of tickets is neces- 
sarily limited to three per person. 


Directory of Members Distributed 


To meet the requests of bankers, 
credit men and trade associations 
and others interested, 9,000 copies 
of the Directory of Members of The 
New York State Society have been 
distributed this month. 

The communications and_ tele- 
phone requests for copies of this 
publication indicate that it is con- 
stantly being used by the general 
public. 

The Directory of Members is not 
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distributed to the membership of 
this Society as it is a reprint of the 
list of members, brought up to date, 
taken from the Year Book recently 
distributed to the members. Any 
member wishing a copy of the Di- 
rectory may obtain same upon re- 
quest. 





January Society Meeting 

Inventory Pricing was the subject 
of the January 8, 1940 meeting of 
the Society held at the Waldorf- 
Astoria Hotel. The meeting was 
conducted by the Committee on 
Cost Accounting of which Marshall 
Granger is chairman. 

Arno R. Kassander, a member of 
the committee, spoke on “Last-in 
first-out Inventory Method”, and 
Marshall Granger delivered an ad- 
dress on “Auditing Inventory 
Prices”. Raymond P. Marple, Head 
of the Research and Service Depart- 
ment of the National Association of 
Cost Accountants, spoke on “Over- 
head Costs in Inventories”, and 
Clarence Crocheron, President of 
the New York Chapter of the Na- 
tional Association of Cost Account- 
ants, talked on “Inventory Valuation 
from an Appraisal Viewpoint”. Dr. 
Stuart C. McLeod did not deliver a 
paper but participated in the pro- 
gram. 

The papers delivered at this meet- 
ing and part of the discussion are 
contained in this issue of the publi- 
cation. 


Notice to Members 


Frequently, the Society receives 
requests to furnish speakers to out- 
side organizations such as trade as- 
sociations, clubs, and schools to ad- 
dress their members on accounting 
and allied subjects. 

In order to assist these organiza- 
tions better in securing competent 
speakers, it would be appreciated if 
members of the Society who are 


willing and able to speak at meet- 
ings of this type, advise the office 
of the Society so that a list of speak- 
ers will be available. 


Addition to the Staff 


Upon the approval of the Board 
of Directors, Joseph W. Welsh, Jr., 
has joined the staff of the Society. 
Mr. Welsh will work mainly on 
public relations but will also give 
considerable time to the general or- 
ganization work of the Society, 
assisting the Assistant to the Presi- 
dent in that respect. 

Mr. Welsh comes to the Society 
with a fine background of experience 
in public relations, credit and finan- 
cial work. 


Advancement Applications 


The Committee on Admission an- 
nounces that Society members, in 
the future, in applying for advance- 
ment to regular membership in the 
Society will be required to fill out 
a new advancement application form 
which brings their employment and 
educational qualifications up to date. 

Society members on applying for 
advancement should secure a copy 
of this form from the office of the 
Society and return it with their 
request for advancement. 


Practical Tax Courses 


Three courses on taxation designed 
for accountants and lawyers engaged 
in tax practice will be conducted 
commencing in February by the 
Practicing Law Institute, a non- 
profit educational institution char- 
tered by the Board of Regents of 
the University of the State of New 
York. 

The first of these courses will be 
given on Monday evenings begin- 
ning February 19 and will deal with 
Tax Practice and Procedure. Howe 
P. Cochran, who gives the course, 
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takes up in detail during the 16 lec- 
tures, the practical technique to be 
employed in the various phases of 
typical tax cases and the practice 
and procedure in connection with 
them. 

On Wednesday evenings com- 
mencing February 28, there will be 
an advanced course on Current Prob- 
lems in Taxation covering thirteen 
subjects including trust problems, 
powers of appointment and the fed- 
eral estate tax, discharge of indebt- 
edness, regulations problems, im- 
proper accumulations of corporate 
surplus, stock dividends and stock 
rights, profit sharing annuity and 
pension plans, continuity of interest 
in corporate reorganizations, domi- 
cile, taxation of non-resident aliens 
and foreign corporations, life insur- 
ance and the income tax, and current 
trends in taxation. 

For those who wish to become 
familiar with practice and procedure 
in handling social security and un- 
employment tax matters, there is a 
12 lecture course to be given on 
Thursday evenings commencing 
February 29. 

A booklet describing the courses 
in detail is issued by the Practising 
Law Institute, which has offices at 
150 Broadway, New York City. 


Recent Publications 


Accounting Requirements of the S.E.C. 
(For the Preparation of Financial State- 
ments). By B. Bernard Greidinger. The 
Ronald Press Company, New York, 
1939. 517 pages, $5. 

The purpose of this book is to 
give members of the accounting pro- 
fession an understanding of the atti- 
tude of the Securities and Exchange 
Commission towards accounting pro- 
cedure and principles. The author 
has achieved this end by making a 
careful study of both the deficient 
(rejected) and the amended (cor- 
rected) statements on file at the 


Commission. By analyzing the 
changes and amendments made by 
the Commission in specific cases, he 
has given a very clear picture as to 
the Commission’s accounting re- 
quirements for the preparation of 
financial reports. 

The book is lengthy in scope and 
contains many detailed anaiyses and 
comparisons of the amended state- 
ments. It contains seven chapters 
pertaining to the requirements as 
specified by the Commission for the 
preparation of a balance sheet, two 
chapters on profit and loss state- 
ments, and three chapters involving 
a discussion of the requirements for 
preparing accountants’ certificates. 
In many cases excellent illustrations 
are given of the pitfalls to be avoided 
in the preparation of accounts so 
as to have these conform with the 
principles as laid down by the Com- 
mission. 

The book should be of real assist- 
ance to public accountants and 
teachers of accounting courses, par- 
ticularly as the control exerted by 
the Securities and Exchange Com- 
mission has now become one of the 
most pressing and important phases 
of accounting practice. 


Manual of Teachers College Account- 
ing. By Edward V. Miles, Jr. Ameri- 
can Council on Education, Washington, 
D.C., 1940. $2.50. 

This is a companion volume to 
Financial Reports for Colleges and 
Universities by the National Com- 
mittee on Standard Reports for In- 
stitutions of Higher Education, and 
to the Accounting Manual for Col- 
leges. The development of the man- 
ual grew out of a need for uniform 
accounting in teacher colleges. The 
American Association of Teachers 
Colleges appointed a committee to 
cooperate with the Financial Advi- 
sory Service of the American Council 
on Education in the preparation of 
this work. 
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The present volume was prepared 
with the purpose in mind of assist- 
ing not only the teachers college, 
but also to serve as a guide to liberal 
arts colleges and other institutions 
of higher education. It reviews 
briefly the fundamental principles 
of college accounting. It begins by 
analyzing the accounting system and 
establishing a chart of accounts. 
From this point budgetary control 
is explained in its relation to the 
accounting system. An accounting 
system is then developed in great 
detail, beginning with the general 
ledger, and all necessary records and 
forms are brought into the discus- 
sion. A complete set of financial state- 
ments is also presented. The book 
presents a complete plan for coordi- 
nating the budget, the accounting 
system, and the financial statements. 

This book should prove invaluable 
as a reference work for all college 
business officers. To those who are 
new in this field of work it will 
prove indispensable. Employees of 
college business offices who are 
anxious to improve themselves as 
well as their work will find this an 
exceptionally valuable volume. 


Accounting Release of the Securi- 
ties and Exchange Commission 
Continuing the series of account- 

ing releases by the Securities and 

Exchange Commission as published 

in the October, 1938 and January, 

1939 issues of the Bulletin, the fol- 

lowing release No. 11 issued by the 

Securities and Exchange Commis- 

sion is printed here for the infor- 

mation of the members: 


January 4, 1940 


ACCOUNTING SERIES 
Release No. 11 
The Securities and Exchange Com- 
mission today announced the issu- 
ance of an additional opinion in its 
accounting series, dealing with the 


problem of inclusion and exclusion 
in consolidation of foreign subsidi- 
aries of domestic corporations. The 
opinion, prepared by William W. 
Werntz, Chief Accountant, in re- 
sponse to an inquiry, follows: 

“Inquiry has been made as to the 
propriety of including in consolida- 
tion with domestic corporations for- 
eign subsidiaries whose operations 
are effected in terms of restricted 
foreign currencies, or whose assets 
and operations are endangered by 
the war conditions prevailing abroad. 

“Foreign currency restrictions and 
war conditions are of such signifi- 
cance with respect to subsidiaries 
operating in affected territories as 
to require, in my opinion, that regis- 
trants consider carefully their policy 
with respect to the inclusion of such 
subsidiaries in consolidated financial 
statements. It is my opinion in gen- 
eral that the consolidation of such 
foreign subsidiaries with the domes- 
tic parent and other domestic or 
foreign subsidiaries may be mislead- 
ing. However, if notwithstanding 
the existence of exchange restric- 
tions and war conditions affecting 
certain foreign subsidiaries at the 
time the financial statements are 
prepared, the inclusion of such for- 
eign subsidiaries in the consolidated 
statements is considered desirable 
and in the particular case will not 
prevent a clear and fair presentation 
of the financial condition and the 
results of operations of the regis- 
trant and its subsidiaries, their in- 
clusion is ordinarily permissible. If 
included, however, disclosure should 
be made as to the effect, in so far 
as this can be reasonably determined, 
of foreign exchange restrictions and 
war conditions upon the consolidated 
financial position and operating re- 
sults of the registrant and its sub- 
sidiaries. 


“In any case, the existence of cur- 
rency restrictions and war conditions 
requires that careful consideration 
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should also be given to the question 
of providing, and, if provision ap- 
pears necessary, the extent of such 
provision, for impairment of the 
registrant’s investment in such for- 
eign subsidiaries by reason of the 
prevailing conditions and losses suf- 
fered by such subsidiaries.’ 
mums 
Arthur W. Teele 


Arthur W. Teele, a partner of the 
firm of Patterson, Teele & Dennis, 
120 Broadway, New York City, died 
suddenly on January 30th. 

Mr. Teele was a charter member 
of this Society, having been admit- 
ted to membership in March, 1897, 
and became its Secretary at that time 
and served as such until May 8, 1899. 
In November 1902 Mr. Teele became 


a Society Fellow of the American 
Association (predecessor of AIA) 
through the New York State So- 
ciety. He was a member of the State 
Board of C.P.A. Examiners from 
September 1905 to December 1907. 
Mr. Teele was also the Treasurer of 
the American Institute of Account- 
ants. 


He is survived by his widow. 





In his death, this Society as well 
as the accountancy profession at 
large, has sustained the loss of an 
able and loyal member whose long 
record of devotion to the profession 
has contributed much and has ex- 
erted an influence which will long 
survive him. 

pa: 
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HE following is a list of applicants admitted to membership and asso- 
ciate membership in the Society and also associate members advanced 
to membership at a meeting of the Board of Directors held on January 


4, 1940: 
Membership 
Francis I. Bertsch, 744 Broad Street, 
Newark, N. 

With Haskins & Sells. 

Edward H. Braunstein, 132 Nassau Street, 

With Irving J. Fallick. 

Herman J. Dobkin, 25 West 43rd Street, 

Of Hurwitz, Miller & Dobkin. 

Arthur William Falk, 30 Broad Street. 

Hugh L. Flanigan, 13 Birch Street, New 
Rochelle. 

Robert M. Ginzler, 949 Broadway, 

With Meyer Parmet. 

Morris A. Greenbaum, 401 Broadway. 
Irwin Grundman, 60 East 42nd Street. 
Irving B. Katz, 103 Park Avenue, 

Of Abraham Solomon & Company. 
Flora F. Kaufman, 521 Fifth Avenue. 
Harold Kornfeld, 295 Madison Avenue, 

With L. B. Prosnitz & Co. 

Louis Lacher, 90-50 Parsons Boulevard, 
Jamaica, 
Of Spahr, Lacher & Spahr. 
Joseph Loutit, 80 Maiden Lane, 

With Touche, Niven & Co. 

Benjamin Oringel, 1476 Broadway. 


Milton J. Popper, 501 Fifth Avenue, 
Of Milton J. Popper & Co. 
Arthur Norman Raymond, 56 Pine Street, 
With Price, Waterhouse & Co. 
Paul Safro, 220 Fifth Avenue. 
Maxwell Joseph Santman, 1451 Broadway. 
Ellen Marion Sarafen, 304 Trust Company 
Bldg., Watertown, 
With Howard F. Farrington. 
Morris L. Schuster, 114 East 32nd Street. 
Moses Stein, 1450 Broadway, 
Of Samuel Negin & Co. 
John Cyrus Wilson, 25 Broadway, 
With Pogson, Peloubet & Co. 
Harry S. Wittner, 156 East 46th Street. 
Hans Zysman, 299 Broadway. 


Associate Membership 


Leonard A. Andriuzzi, 418 Grand Street, 
Paterson, N. J., 
With The Linen Thread Co. Inc. 
Moses Master, Federal Bldg., 
Louisville, Ky., 
With Internal Revenue Bureau, Income 
Tax Unit. 
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Charles Rinderle, Jr., 754 Lexington 
Avenue, Brooklyn, 
With Bendix Aviation Corporation- 
Marine Division. 
Harry Schaeffer, 320 Schermerhorn Street, 
Brooklyn, 
With N. Y. State Dept. of Taxation & 
Finance. 
Leo Sternfeld, 80 Broad Street, 
With Seidman & Seidman. 
Frank S. Turbett, Jr., 19 Rector Street, 
With Ernst & Ernst. 
Charles F. Werber, Jr., 32 Broadway, 
With Charles F. Werber, Sr. 


Advancement from Associate Membership 
to Membership 
Max Birsch, 1450 Broadway, 
With A. M. Brauer & Co. 
Harry Borow, 320 Fifth Avenue, 
Of Borow & Borow. 
Carl Brandon, 225 Broadway, 

Of Brandon & Brandon. 

Herbert J. Brown, 90 Broad Street, 

With Lybrand, Ross Bros. & 

Montgomery. 
Harold C. Chinlund, 90 Broad Street, 

With Lybrand, Ross Bros. & 

Montgomery. 

James Theodore Ellis, 25 Monroe Place, 
Brooklyn. 

James B. Fish, Jr., 90 Broad Street, 

With Lybrand, Ross Bros. & 

Montgomery. 
Carl H. Forsberg, 350 Madison Avenue, 

With Hurdman & Cranstoun. 

Douglas Frank Hampson, 18 East 48th 
Street, 

With Harris, Kerr, Forster & Company. 
Theodore R. Jarvis, 120 West 42nd Street. 
Sidney B. Kramer, 270 Broadway, 

With Louis Kramer. 


bo 


Herbert Lazarus, Putnam, Conn., 

With Edmar Footwear Co. 

Stanley Meisel, 17 Academy Street, 
Newark, N. J., 

With Geltzeiler & Meisel. 

Willard J. F. Murphy, 405 Lexington 
Avenue, 

With Seagram-Distillers Corp. 
Frederick John Otterbein, 56 Pine Street, 

With Price, Waterhouse & Co. 
Alfred Byron Reiss, 230 Park Avenue, 

With Allen R. Smart & Co. 

Morris Schneider, 260 West 41st Street. 
Herman A. Spiegel, 286 Fifth Avenue. 
Rudolph Steiner, 11 West 42nd Street, 

Of Steiner & Company. 

Stiles William Stevens, 10 East 40th 
Street, 

With Martin Kortjohn & Company. 

Kenneth G. Van Sciver, 15 Vanderburgh 
Avenue, Larchmont. 

E. Paul Venneman, 1720 Rand Bldg., 
Buffalo, 

With Price, Waterhouse & Co. 
Joseph E. Vinck, 56 Pine Street, 

With Price, Waterhouse & Co. 
Herman Volk, 551 Fifth Avenue. 
William H. Weber, 22 East 40th Street, 

With Haskins & Sells. 

Arthur B. West, 149 Broadway, 

With The Singer Manufacturing 

Company. 


The number of members in the 
Society as of January 31, 1940, is 
as follows: ; 


Members... .s.¢< 2c 3,149 
Associate Members. 391 
ios 2) (eee eae 3,540 




















Overhead Costs in Inventories 


By Raymonp P. MARPLE 


HE valuation of goods-in-pro- 

cess, finished parts and finished 
goods inventories brings the auditor 
face to face with cost accounting. 
While most public accountants have 
been trained in cost accounting, their 
approach to costs is often quite different 
from that of the cost accountant. 
This is understandable when one 
considers the different points of 
view which each brings to his work. 
The viewpoint of the public account- 
ant is external. He is primarily 
concerned with the financial reports 
and with the pictures of condition 
and progress which they present to 
stockholders, bankers and the gen- 
eral public. On the other hand, the 
viewpoint of the cost or industrial 
accountant is internal. He is pri- 
marily concerned with accounting as 
a management tool. While the costs 
which he compiles are used for valu- 
ing inventories, they are also used 
in pricing and as a basis for cost 
control. Often there must be a 
compromise between the methods 
best suited to the valuation of inven- 
tories and those which give best 
results for pricing or the control 
of costs. 

Fortunately, this difference in 
primary viewpoint has not blinded 
either the public accountant or the 
cost accountant to the problems of 
the other. Public accountants today 
are more alive to the management 
problems involved in accounting 
than ever before. At the same time 
cost accountants are becoming more 
financial-statement conscious and 
are finding ways and means of at- 
taining the ends desired and needed 
by management without running 
counter to good financial accounting 


Presented at the January 8, 1940 Meeting of The New 


Public Accountants. 
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practice. The very fact that the New 
York State Society of Certified Pub- 
lic Accountants has set aside part of 
one of its monthly meetings for a 
consideration of cost accounting as 
involved in the pricing of inventories 
is indicative of the interest which 
cost and public accountants have 
in each others problems. 

In discussing the subject assigned 
me, “Overhead Costs in Inventor- 
ies,” I hope you will be indulgent if 
what I have to say seems at times 
rather elementary. Apparent differ- 
ences of opinion often arise through 
misunderstanding of terms and, since 
the terminology of overhead costing 
is far from standardized and may at 
times be misleading, I shall need to 
devote some time to what might be 
considered elementary concepts. 

To begin with, we are concerned 
only with the overhead costs of 
manufacturing, which are usually 
referred to as burden, manufacturing 
expenses or simply “overhead.” We 
are not concerned with selling and 
administrative overheads, since these 
are not normally included in inven- 
tory values. The overhead costs 
which we are to consider include 
all of the costs of manufacturing 
other than direct material and direct 
labor. 

The expenses making up manu- 
facturing overhead are of two kinds, 
variable and fixed. A variable ex- 
pense is one which varies directly 
with the activity giving rise to it, 
while a fixed expense is one which 
remains constant in amount over a 
wide range of activity. In addition to 
fixed and variable expenses, there 
are expenses of the semi-variable 
type, which vary in total amount 
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with variations in the activities giv- 
ing rise to them, but do not vary in 
direct proportion. These semi-vari- 
able expenses are merely combina- 
tions of fixed and variable elements 
in one figure, and by careful study 
the two elements can be separated. 

Perhaps by now you may have 
decided that I am already off the 
track and am starting to discuss 
overhead control rather than over- 
head application for valuation pur- 
poses. But let me correct any such 
impression by emphasizing that the 
treatment of fixed expenses is, in 
my opinion, the crux of the inven- 
tory valuation problem so far as 
overhead is concerned. Most of the 
really difficult problems of overhead 
application arise because of fixed 
expenses. Because these expenses 
do not vary as the volume of pro- 
duction changes, the cost of over- 
head per unit of product or per 
machine or direct labor hour tends 
to vary inversely with the volume 
of production. This results in low 
overhead costs per unit of product 
in periods of more than normal ac- 
tivity, when selling prices are usually 
high, and in high overhead costs 
per unit of product in periods of low 
activity, when selling prices are 
likely to be low. Product costs 
obtained by including overhead on 
this basis are as unsatisfactory for 
inventory valuation purposes as they 
are for the determination of selling 
prices or the calculation of profits. 

Now, let us take a moment to con- 
sider the nature of these fixed ex- 
penses. Most of them are related 
very closely to what we call plant 
or productive capacity. A plant is 
constructed and equipped with the 
idea of producing a certain quantity 
of product. Whether that productive 
capacity is utilized or not, deprecia- 
tion, taxes, insurance and _ similar 
expenses will continue year after 
year. Other fixed costs are largely 
in the form of salaries of operating 


personnel. In any manufacturing 
company there will be a group of 
key men, whose services will need 
to be retained so long as the plant 
operates, no matter what the volume 
of production. Still other fixed costs 
are those arising from certain ser- 
vice functions such as watchmen, 
janitors, etc. These costs continue 
so long as the plant operates. 

Let us assume that a manufac- 
turing plant has the productive 
capacity to manufacture 1,000,000 
units of product a year. So long as 
this productive capacity is utilized, 
it is entirely logical that the costs 
arising from it should be charged 
against the units produced. But 
suppose only 50 per cent of this pro- 
ductive capacity is utilized. Is it still 
proper to charge the units produced 
with the total fixed costs of the 
plant? To do so will mean that the 
half-million units produced will be 
charged not only for the capacity 
which was utilized in their produc- 
tion, but also with the fixed costs of 
the unutilized capacity. The result 
will be that production will be 
charged for costs for which it was 
not responsible and unit product 
costs will be much higher than when 
the plant is producing 1,000,000 
units. 

To emphasize this point, let me 
state it in another way. Suppose 
a company operates two plants, each 
capable of producing 500,000 units 
of product annually. Let us assume 
that due to reduced sales demand 
to only 500,000 units per year, it is 
decided to close one plant. Would 
it be logical in this case to load on 
to the production of the operating 
plant all of the depreciation, taxes, 
insurance, and other fixed costs of 
the plant which is closed down? 
Certainly the closed plant contributes 
nothing to the goods produced or 
in any way enhances their value. 
The only difference between this 
case and the previous case is that 
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in one case the productive capacity 
is divided between two plants while 
in the other it is all in one plant. In 
each case only one-half of the pro- 
ductive capacity is being utilized 
when production is at the 500,000 
unit level, and logically only one-half 
of the fixed costs of productive ca- 
pacity should be charged to the 
goods produced. 

The method used by the cost ac- 
countant for excluding the fixed cost 
of unutilized capacity from product 
costs is the application of overhead 
by the use of normal capacity rates. 
This can be illustrated by assuming 
that a plant has a total fixed cost of 
$150,000 per year, and that the vari- 
able overhead costs amount to 50¢ 
per direct labor hour. Without for 
the moment defining what is meant 
by normal capacity, let us assume 
that for this plant the normal ca- 
pacity has been placed at 200,000 
direct labor hours per year. To ar- 
rive at a normal rate for the appli- 
cation of overhead, it is merely nec- 
essary to add to the 50¢ per hour 
variable costs, the hourly rate for 
fixed overhead which is obtained 
by dividing the fixed costs by the 
direct labor hours at normal capacity. 
Fixed costs of $150,000 divided by 
200,000 hours gives us a fixed cost 
of 75¢ per hour to add to the 50¢ 
variable cost. If production volume 
is at normal, all of the overhead 
will be applied to products by the 
use of the rate of $1.25. But if pro- 
duction is below normal, say at the 
rate of 100,000 direct labor hours 
per year, the use of this normal bur- 
den rate will result in the applica- 
tion of all variable overhead (which 
will have dropped in the same ratio 
as production) but only one-half the 
fixed costs which will have remained 
unchanged while production has 
been halved. The unapplied or un- 
absorbed balance of $75,000 will 
represent the fixed costs applicable 


to the unutilized portion of the plant 
capacity. 

Now, just what do we mean by 
normal capacity. Naturally we do 
not mean the maximum theoretical 
capacity of the plant, for no plant 
can be expected to operate without 
allowances for unavoidable inter- 
ruptions such as time lost for repairs, 
machine set-ups, waits for material, 
machine failures, organization slips 
and similar losses of operating time. 
Neither do we mean the potential 
operating capacity of the plant after 
proper allowances have been made 
for these interruptions to operations. 
Rather by normal capacity we mean 
that “utilization of the plant that is 
necessary to meet the average com- 
mercial demands over a period long 
enough to level out the peaks and 
valleys which come with seasonal 
and cyclical variations.” This defini- 
tion of normal capacity is taken from 
an article in the N. A. C. A. Bulletin 
for December 1, 1934, written by 
Charles C. James, who goes on to 
point out that normal capacity or 
normal utilization of the plant will 
always be less than potential operat- 
ing capacity “because every slowing 
down in demand which lasts long 
enough to reduce operations below 
the practical maximum would have 
the effect of bringing the average 
below the practical maximum.” 


We all know that in every business 
there are seasonal and cyclical in- 
fluences which result in great varia- 
tions in production. In order to 
average a monthly production of 
100,000 units, it may be necessary 
for the manufacturer to have a plant 
capacity capable of producing a maxi- 
mum of 150,000 units a month. The 
point to keep in mind is that the 
plant is constructed to make possible 
an average production of 100,000 
units per month, and that this is pos- 
sible only if the capacity is available 
to produce 150,000 units during peak 
periods. Obviously, if the plant is 
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designed for the production of 
100,000 units, the fixed costs of that 
capacity should be charged to prod- 
ucts on the basis of a normal capacity 
of 100,000 units. 

But conditions change and original 
estimates are later proven in error. 
A plant constructed to produce 
100,000 units may in time come to 
have a demand for only 60,000 units 
of product, and never have a peak 
demand in excess of 90,000 units. In 
such a case, there is excess capacity 
which it appears will never be 
utilized. Good financial manage- 
ment and good accounting demand 
that the costs connected with this ex- 
cess capacity be segregated and none 
of them included in production costs. 
But we are not concerned here with 
excess capacity. We are talking 
about a plant which is not overbuilt 
or overequipped, but which, in order 
to meet peak demands, has a greater 
potential operating capacity than is 
required to meet average or normal 
commercial demands. In such a 
plant all of the fixed costs should be 
absorbed when the plant operates at 
normal capacity. When operations 
are below normal, there will be an 
underabsorption of burden, while 
greater than normal operations will 
result in the overabsorption of 
burden. 


What I have said up to this point 
is largely theory, and, I believe, good 
theory. Now let us take a look at 
actual practice. In 1938, the Re- 
search Department of the National 
Association of Cost Accountants 
made a questionnaire survey of 
“Practice in Applying Overhead and 
Calculating Normal Capacity.” One 
of the questions asked in that study 
was, “Do you calculate burden rates 
by dividing estimated expenses by 
(1) estimated production or activity 
for the period or (2) estimated nor- 
mal capacity?” Of 194 companies 
whose practices were indicated by 
answers to this question, 67 based 


burden rates on estimated produc- 
tion for the period, while 127 com- 
panies based their rates on normal 
capacity. 

Why, if cost accountants believe in 
the application of burden by the use 
of rates based on normal capacity, 
do one-third of the companies cov- 
ered in this study use rates based on 
estimated production? Perhaps this 
question might be answered in the 
same way as another question: 
“With the fundamentals of a good 
golf stroke so well known, why are 
there so many poor golfers?” As any 
golfer learns early, it is one thing to 
know how a stroke should be made, 
and it is something quite different to 
put that knowledge into practice. In 
my opinion the same sort of reason 
explains why there has not been a 
more general application of the 
theory of normal overhead. Anyone 
who attempts to say what is normal 
for a company in these days of rapid 
change is accepting considerable re- 
sponsibility. It is much easier and 
safer to restrict one’s forecasting to 
the year immediately. ahead. Pos- 
sibly for some industries of the con- 
sumer goods type, burden applied 
on such forecasts may give results 
approximating those under normal 
burden rates. 

Involved in the subject of normal 
overhead is the question of the 
proper disposition of over- and un- 
der-absorbed burden. If overhead is 
applied at rates based on normal 
capacity, what disposition should be 
made of the unapplied balance when 
operations are below normal, and 
what should be done with the credit 
balance resulting from the applica- 
tion to products of more overhead 
than is actually incurred when op- 
erations are above normal. In a 
questionnaire study of “Finished 
Goods Inventory Practice” by the 
Research Department of N. A. C. A. 
which has not yet been published, 
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some information on current practice 
in this field was obtained. 

Let us consider underapplied over- 
head first. Of 210 companies whose 
practices were reported, 134 treated 
unabsorbed burden as a charge to 
cost of goods sold, 58 as a charge to 
profit and loss, 8 as an amount to be 
pro-rated between cost of goods sold 
and inventories and 10 as an amount 
to be deferred or charged against 
overabsorbed balances of past years. 

Turning now to overabsorbed bal- 
ances, with 208 companies reporting, 
we find 124 crediting cost of goods 
sold for the overabsorbed balance, 
56 crediting profit and loss, 19 pro- 
rating the overabsorbed balance be- 
tween cost of sales and inventories, 
and 9 treating the overabsorbed 
amount as a reserve against which 
future underabsorption may _ be 
charged. 

It is interesting to speculate on 
the theories of overhead application 
which underlie this sample of prac- 
tice. Apparently very few com- 
panies are swayed by the argument 
that the application of overhead on 
the basis of normal capacity rates 
results in the underabsorbed bal- 
ances of one period being offset by 
overabsorption in other periods, 
since only 10 companies defer un- 
absorbed overhead and only 9 com- 
panies treat an overabsorbed _ bal- 
ance asareserve. Conditions change 
too rapidly and accurate estimating 
is too difficult to make this method 
of handling the balances practical. 

As previously reported, many 
companies base burden rates on ex- 
pected production for the period for 
which the burden rates apply. Where 
this is done, any debit or credit bal- 
ance at the end of the year represents 
an error in either the estimated vol- 
ume of production or the estimated 
total overhead expenses. Since the 
object is to apply all overhead of the 
period to the production of the 
period, any balance logically repre- 


sents an adjustment of cost of goods 
sold and goods-in-process and fin- 
ished goods inventories. Yet only 
8 companies prorate unabsorbed bur- 
den between cost of goods sold and 
inventories, while 19 companies make 
the proration when the burden is 
overabsorbed. 

The vast majority of companies 
charge or credit burden balances to 
either profit and loss or cost of goods 
sold. Those charging or crediting 
profit and loss apparently do so in the 
theory that the under- or over-ab- 
sorbed balance results from varia- 
tions in the volume of business 
which are not under the control of 
the manufacturing division of the 
business, and the resulting balances, 
therefore, are not manufacturing 
costs. But the largest group charge 
or credit cost of goods sold, appar- 
ently on the theory that, while the 
overhead should be applied to prod- 
ucts on a normal capacity basis for 
inventory valuation and pricing pur- 
poses, any resulting balance is still 
a cost of the manufacturing depart- 
ment and therefore should be in- 
cluded in cost of goods sold. 


Another problem very closely re- 
lated to the one which we have been 
discussing is the disposition of vari- 
ances from standard costs in com- 
panies operating under ideal or cur- 
rent standard cost systems. It is 
argued by some that while standard 
costs are proper and valuable for 
control purposes, they do not repre- 
sent a proper basis for inventory 
valuation. However, of 131 com- 
panies using ideal standard costs 
and cooperating in the recent N. A. 
C. A. study of finished goods inven- 
tory practice, only 2 made any refer- 
ence to prorating the variances be- 
tween inventories and cost of goods 
sold. Of the others, 70 transfer the 
variances to cost of goods sold, 22 
transfer them to profit and loss and 
the other 39 either did not reply to 
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this question or reported that their 
practices varied. 


To me the surprising features of 
these summaries of practice are two: 
first, the general acceptance of 
standard costs for inventory valua- 
tion purposes as evidenced by the 
fact that of 131 companies only two 
report that inventories are adjusted 
for variations from standard costs, 
and, second, the relatively small 
number of companies which adjust 
inventories when burden is over- 
absorbed. Of course, it should be 
recognized that these companies 
were reporting only their usual or 
customary practice. Undoubtedly, 
in situations where the variances are 
so great as to reflect on the correct- 
ness of the standard costs or where 
over-absorbed balances are large in 
comparison with total costs, some 
adjustments of inventory values 
would be made. Certainly, the 
auditor should be on guard to see 
that any variances which are charged 
off, represent real variances from 
logical and proper standards and do 


not result in valuations which are 
materially out of line with costs cal- 
culated on an actual basis. By the 
same token, over-absorbed burden 
balances should receive the careful 
consideration of the auditor, since a 
substantial over-absorption may re- 
sult in a considerable over-valuation 
of goods in process and finished 
goods. 

The subject assigned me _ was 
“Overhead Costs in Inventories.” I 
have commented on only one aspect 
of this subject, the use of normal 
capacity rates, largely because I feel 
that this is the most important and 
difficult feature of overhead costing. 
Other aspects of overhead applica- 
tion which the auditor will want to 
investigate are the methods used in 
apportioning service department 
costs, the departmentalization used 
for burden application purposes, the 
unit of activity used as a base for 
applying burden, and the treatment 
of certain costs on the border line 
between manufacturing, selling and 
administrative expenses. 
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The *‘Last-In, First-Out’’ Inventory Method 


By Arno R. KASSANDER, C. P. A. 


HE last-in, first-out method for de- 
termining costs and pricing inven- 
tories has gained recent prominence 
and become a matter of current 
interest. The American Petroleum 
Institute has adopted it as the stan- 
dard for the petroleum industry. The 
special committee on inventories of 
the American Institute of Account- 
ants gave careful consideration to 
the method as recommended by the 
American Petroleum Institute for 
use in its industry and found that 
it constitutes an acceptable method 
for those companies which, finding 
it adaptable to their needs and views 
as correctly reflecting their income, 
apply it consistently from year to 
year. The full report of the commit- 
tee appears in the “Journal of Ac- 
countancy” for August, 1936. 
Under the Revenue Act of 1938, 
tanners and producers and proces- 
sors of non-ferrous metals were per- 
mitted to use the last-in, first-out 
inventory method with certain re- 
strictions. The Revenue Act of 1939 
extends this privilege to all taxpayers 
who satisfy the conditions prescribed 
in the statute, for taxable years be- 
ginning after December 31, 1938. 


Purpose of Last-In, First-Out 
Method 


The last-in, first-out method is 
predicated on, the desire to avoid the 
recognition of profits which result 
from sales in a rising market of 
products obtained at relatively low 
cost and which are necessarily re- 
placed at higher cost. It seeks to 
attain the objective through the use 
of procedures by means of which 
the costs of current purchases are 
applied to current sales; that is, 


costs of current sales are charged 
with raw materials at prices which 
most nearly correspond, in point of 
time, with those which will be paid 
to replace the materials consumed. 

The last-in, first-out method is 
merely one method of determining 
costs and is to be considered, as to 
its usefulness, in comparison with 
other available methods such as first- 
in, first-out or average costs. The 
method assumes that current pur- 
chases are made for the purpose of 
replacing stocks used for current 
sales, and that consequently the cur- 
rent purchases should be charged 
against concurrent sales. This method 
obviously results in an inventory 
valued at the cost of the earliest 
acquisitions as contrasted with the 
first-in, first-out method under which 
the latest costs are reflected in the 
inventory. 

It may be pointed out at this point 
that whereas the first-in, first-out 
method is based on an assumption 
(which may not be fact) that goods 
are used in the order of their ac- 
quisition, the last-in, first-out method 
in spite of its name is not based on 
the reverse assumption. In fact, this 
method makes no assumptions as 
to the order in which goods are 
consumed. The method merely as- 
sumes that current purchases are 
made for the purpose of replacing 
stocks used for current sales. 

Theoretically, it is possible to use 
the method in any case in which 
either the first-in, first-out or average 
cost method could be used, including 
the valuation of finished goods.. How- 
ever, in some instances, the me- 
chanics of its application may render 
its adoption impracticable or inad- 
visable. 


Presented at the January 8, 1940 Meeting of The New York State Society of Certified 


Public Accountants. 


259 











The New York Certified Public Accountant 


Effect upon Financial Statements 
and Tax Status Where Market 
is Lower Than Last-In, 
First-Out Cost 


As previously stated, the last-in, 
first-out method is merely a method 
of determining costs and does not 
constitute a new fundamental ac- 
counting principle. Costs so deter- 
mined may not correspond with pre- 
vailing market value and, where such 
market value is less than cost, for 
the purposes of the balance sheet an 
adjustment may be required if the 
inventory is to be described as hav- 
ing been priced on the basis of the 
lesser of cost or market value. 


In contradistinction to the fore- 
going treatment of inventories, for 
the purposes of financial statements, 
however, in determining taxable in- 
come under the new law, if the last- 
in, first-out method is adopted the 
inventories must be priced at cost. 
The law does not permit for tax 
purposes the use of the lower of 
last-in, first-out cost or market. If 
the lower of cost or market is used, 
cost must be determined as hereto- 
fore on an identification basis or a 
first-in, first-out basis. However, a 
taxpayer may use the lower of (a) 
last-in, first-out cost, or (b) market 
for financial purposes, without sac- 
rificing the right to use the last-in, 
first-out cost basis for tax purposes. 

The prohibition against the use of 
market for tax purposes appears to 
be confined to current first-line mer- 
chandise and materials, for the regu- 
lations issued under the 1938 Act and 
prior acts (which will in all prob- 
ability be continued under the 1939 
Act) provide that even when inven- 
tories are taken at cost: 

“Any goods in an inventory which 
are unsalable at normal prices or un- 
usable in the normal way because of 
damage, imperfections, shop wear, 
changes of style, odd or broken lots, 
or similar causes, including second- 
hand. goods taken in exchange, 


should be valued at bona fide selling 
prices less direct cost of disposition 
., or if such goods consist of 
raw materials or partly finished 
goods held for use or consumption, 
they shall be valued upon a reason- 
able basis, taking into consideration 
the usability and the condition of the 
goods, but in no case shall such value 
be less than the scrap value” 
Art. 22 (c)—2; Reg. 101. 


The prohibition of the use of mar- 
ket for tax purposes may in certain 
circumstances create still another in- 
stance of difference between “tax ac- 
counting” and “business accounting.” 
However, if price declines result in 
unallowable losses, the taxpayer may 
console himseif with the knowledge 
that future recovery in prices will 
not ipso facto create taxable income. 


The possible conflicting concepts 
between the tax law and accepted ac- 
counting principles arising out of the 
use of the last-in, first-out method, 
as well as the effects on the income 
account inherent in its use, render it 
desirable that the method be initiated 
at such time as the ‘price cycle is 
deemed to be at or near its low point 
and further when the inventory on 
hand was actually acquired at or 
near the low prices. The 1939 Act 
provides that goods (presumably of 
like kind) which were included in 
the opening inventory of the taxable 
year in which the last-in, first-out 
method is first used are to be treated 
as having been acquired at the same 
time and priced by the average cost 
method. Therefore, if adoption ‘of 
the method is properly timed, no sub- 
stantial write-down of inventory 
should be necessary due to price de- 
cline in the future, and no taxable 
income should arise from upward 
trends of prices of materials included 
in inventory. If adoption of the 
method is not timed correctly and a 
subsequent price decline should oc- 
cur, the objective of the method may 
be defeated on two scores, in that it 
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The “Last-In, First-Out’ Inventory Method 


may be necessary to reflect inventory 
write-downs in the financial state- 
ments and at the same time such 
losses will not be recognized for tax 
purposes. 


Types of Industries in Which 
Last-In, First-Out Method 
Is Most Advantageous 


Theoretically, it is possible to use 
the last-in, first-out method in any 
case in which either the first-in, first- 
out or the average cost method could 
be used. However, the practicability 
of its application, the pertinency to 
the purposes for which it was de- 
vised, and the practical effect of the 
results of its use as compared to 
other methods of cost determination, 
may vary greatly between various in- 
dustries as well as various classes of 
inventory in the same industry. 

The conditions which would make 
the use of the method most beneficial 
are: 

(1) When there is continued need 
for substantial quantities of inven- 
tories, of a type subject to wide price 
fluctuations, because of inherent 
characteristics of the business such 
as slow manufacturing processes, 
treating processes, etc. 

(2) When the relative value of the 
raw material content of the finished 
product is large and when, consequently, 
changes in the cost of the raw mate- 
rials have a substantially greater 
weight on the cost of the finished 
product than have fluctuations in 
labor or overhead costs. 

(3) When finished product is of 
such a character that selling prices 
react quickly to fluctuations in the 
replacement cost of raw materials. 

(4) When “hedging” operations 
are not practicable, either because 
adequate future markets are not 
available or for other reasons, and 
the manufacturer is thereby deprived 
of a facility for limiting the specula- 
tive character of his investment in 
taw materials. 


(5) When the investment in in- 
ventories is large in relation to other 
assets. 

(6) When operating processes are 
continuous. 

The method is most useful in those 
industries in which substantial quan- 
tities of inventories must be main- 
tained and where there is an approxi- 
mately direct relationship between 
sales and the current costs applic- 
able thereagainst. Generally its use- 
fulness would be more limited in any 
industry which does not in some way 
process material. Also, if the method 
is to be most applicable, the material 
should be basic and homogeneous 
and not involve style or design ; con- 
sequently, it would probably make 
less appeal to retailers or specialized 
manufacturing businesses. If a busi- 
ness is merely a dealer in, for ex- 
ample, metals, or if its processing can 
be completed in a few hours, or if 
all sales are made for immediate de- 
livery, the first-in, first-out or aver- 
age cost methods would presumably 
not produce markedly different re- 
sults from those shown by the use 
ofthe last-in, first-out method. 


Requirements of 1939 Revenue Act 
Respecting Last-In, First- 
Out Method 


Before discussing the use of the 
last-in, first-out method for the sever- 
al parts of the inventory, it is desir- 
able to discuss the provisions of the 
Revenue Act of 1939 within the 
framework of which specific pro- 
cedures should be effected. 

An application to use the method 
must be filed at such time and in such 
manner as the Commissioner of In- 
ternal Revenue may prescribe and 
must specify the goods to which the 
method is to apply. For example, a 
taxpayer may apparently specify that 
the method will be applied only to 
raw materials not yet processed, or 
to all raw materials including raw 
materials in work in process and fin- 
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ished goods, or to a certain basic raw 
material, or possibly to the entire 
inventory. 

The regulations with respect to 
the time and manner of making elec- 
tion are as follows: 

“ Art. 22 (d)-3, Section 9.22 (d)-3, 
Title 26, Code of Federal Regula- 
tions, 1939 Sup. Time and Manner 
of Making Election—The elective 
inventory method may be adopted 
and used only if the taxpayer files 
with his return for the taxable year 
as of the close of which the method 
is first to be used (or, if such return 
is filed prior to the ninetieth day 
after the approval of these regula- 
tions, then at any time prior to the 
expiration of such ninetieth day), in 
triplicate on Form 970 (revised), and 
pursuant to the instructions printed 
thereon and to the requirements of 
these regulations, a statement of his 
election to use such inventory meth- 
od. Such statement shall be accom- 
panied by an analysis of all inven- 
tories of the taxpayer as of the begin- 
ning and as of the end of the taxable 
year for which the elective method 
is proposed first to be used, and also 
as of the beginning of the preceding 
taxable year. In the case of a manu- 
facturer, this analysis shall show in 
detail the manner in which costs are 
computed with respect to raw mate- 
rials, goods in process, and finished 
goods, segregating the products 
(whether in process or finished 
goods) into natural groups on the 
basis of either (1) similarity in fac- 
tory processes through which they 
pass, or (2) similarity of raw mate- 
rials used, or (3) similarity in style, 
shape, or use of finished products. 
Each group of products shall be 
clearly described. 

“The taxpayer shall submit for the 
consideration of the Commissioner in 
connection with the taxpayer’s adop- 
tion or use of the elective inventory 
method such other detailed informa- 
tion with respect to his business or 


accounting system as may be at any 
time requested by the Commissioner, 

“As a condition to the taxpayer’s 
use of the elective inventory method, 
the Commissioner may require that 
the method be used with respect to 
goods other than those specified in 
the taxpayer’s statement of election 
if, in the opinion of the Commis- 
sioner, the use of such method with 
respect to such other goods is essen- 
tial to a clear reflection of income. 

“Whether or not the taxpayer’s 
application for the adoption and use 
of the elective inventory method 
should be approved, and whether or 
not such method, once adopted, may 
be continued, and the propriety of all 
computations incidental to the use 
of such method will be determined 
by the Commissioner in connection 
with the examination of the taxpay- 
er’s returns.” 


The taxpayer must establish to the 
satisfaction of the Commissioner 
that he has not used any method 
other than the last-in, first-out 
method in determining income for 
credit purposes, or for the purpose 
of reports to shareholders, partners, 
or other proprietors, or to bene- 
ficiaries, for any period beginning 
with or during the first taxable year 
for which the last-in, first-out method 
is adopted. As already stated, how- 
ever, the taxpayer may use the 
lower of last-in, first-out cost or 
market for the purposes of his finan- 
cial statements. 

The provisions of the law which 
require that for tax purposes inven- 
tories be priced at cost under the 
last-in, first-out method, without 
any allowance for difference between 
such cost and market, have already 
been discussed. 

Under this method goods in the 
closing inventory must be treated as 
being, first, those included in the 
opening inventory (in the order of 
acquisition) to the extent thereof, 
and, second, those acquired in the 
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The “Last-In, First-Out” Inventory Method 


taxable year. The Report of the 
Senate Committee on Finance states 
that: 

“Goods acquired in the taxable 
year may be treated as having been 
acquired in the order of their acqui- 
sition and so valued, or their cost 
may be averaged, or any other proper 
method of valuation may be used 
with respect to such goods, depend- 
ing on whatever is the proper treat- 
ment under the circumstances.” 


In this connection, Article 22(d)-2 
of the regulations states in part: 

“Goods of the specified type on 
hand as of the close of the taxable 
year in excess of what were on hand 
as of the beginning of the taxable 
year shall be included in the closing 
inventory, regardless of identification 
with special invoices, at costs deter- 
mined as follows: 

“(a) By reference to the actual 
cost of the goods most recently pur- 
chased or produced ; 

“(b) By reference to the actual 
cost of the goods purchased or pro- 
duced during the taxable year in the 
order of acquisition ; 

“(c) By application of an average 
unit cost equal to the aggregate cost 
of all of the goods purchased or pro- 
duced throughout the taxable year 
divided by the total number of units 
so purchased or produced, the goods 
reflected in such inventory increase 
being considered for the purposes 
of Section 22(d) as having been ac- 
quired all at the same time; or 

“(d) Pursuant to any other proper 
method which, in the opinion of 
the Commissioner, clearly reflects 
income.” 

Goods of like kind which were 
included in the opening inventory 
of the taxable year in which the 
last-in, first-out method is first used, 
are to be treated as having been ac- 
quired at the same time and priced 
by the average cost method. 

If a taxpaver adopts the last-in, 


first-out method for, say, the cal- 
endar year 1939, the inventory of 
goods (specified in the application) 
at December 31, 1938, must be priced 
at cost in determining the taxable 
income for the year 1938. 

If the method be once adopted, it 
must be adhered to in subsequent 
years unless the Commissioner au- 
thorizes a change. Should the tax- 
payer change to another method for 
credit or report purposes, the Com- 
missioner may require a change of 
method for tax purposes or may 
require that the last-in, first-out 
method be continued for tax pur- 
poses. 


Application of Last-In, First-Out 
Method to Various Classes of 
Inventory 


Raw Materials: * Probably — the 
simplest application of the method 
would be in the pricing of one or a 
limited number of basic raw mate- 
rials upon which no processing has 
been done. It would merely be nec- 
essary to value the inventory at the 
same prices which were used in the 
opening inventory to the extent 
thereof, and to value any quantities 
in excess of those on hand at the 
beginning of the accounting period 
at prices applicable to acquisitions 
during the period. Should the clos- 
ing inventory be no greater than the 
opening inventory, the same prices 
would be used for the entire closing 
inventory as for the opening inven- 
tory. 

Even in these relatively simple 
circumstances some peculiar effects 
may be produced, both in the finan- 
cial statements and tax returns, if 
a long interval elapses between sales 
and replacement of the inventory 
during a period of rapidly fluctuating 
prices. It is for this reason that one 
of the conditions under which the use 
of the method is most desirable is 
the need for a substantial stock of 
the raw material. In some instances 
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it may be desirable to use a period of 
time shorter than the fiscal year as 
the period during which material 
last in is deemed to be first out. 

Problems of more or less com- 
plexity may occur in connection with 
interim statements. Even though 
sales, production and purchases may 
have fairly constant relationships 
over a full year, these relationships 
may vary substantially throughout 
the year in a seasonal business and 
result in inventory valuations founded 
upon varying and inconsistent price 
bases at the several statement dates. 
Again, the solution may lie in a 
shortening of the fiscal period for 
inventory purposes, although to do 
so may defeat the primary purpose of 
the last-in, first-out method, namely 
the minimizing of the effect of price 
fluctuations on the earnings of suc- 
cessive periods. 

If the method is applied to all raw 
materials, no problems should result 
which differ in principle from those 
already discussed. However, in some 
cases it may be found more conveni- 
ent to apply the last-in, first-out 
method only to the principal mate- 
rials which have a significant effect 
on the financial position and deter- 
mination of net income. 

Work in Process: In considering 
the application of the method to 
work in process, two fundamentally 
different conditions should be recog- 
nized. The first is found in an in- 
dustry where the raw material in 
respect of which it is desired to apply 
the method can be identified readily 
and measured while in process. An 
example of this class of material in 
process might be copper sheets used, 
perhaps, in the manufacture of tanks. 
The second condition is found in in- 
dustries where the raw material, as 
a result of physical or chemical 
change during processing or due to 
its presence as part of an assembly, 
cannot be inventoried as such but 
can only be identified by detailed 


analysis of manufacturing specifica- 
tions. Examples of this condition 
might be the quantity of tungsten 
in alloy steel bars or the quantity of 
copper in an electric motor in course 
of assembly. 

Under the former conditions, the 
quantity of raw material in process 
may be combined with similar raw 
material not yet included in goods 
in process, and the combined quan- 
tities considered in the application 
of last-in, first-out method. In re- 
spect of miscellaneous materials in 
process, as well as the labor and 
overhead components, there seems 
to be no necessity for changing 
methods of cost determination which 
heretofore have been found satis- 
factory. 

Under the latter conditions it 
would seem that existing methods 
for determining the accumulated 
costs in respect of goods in process 
might be continued, with the ex- 
ception that requisitions evidencing 
the transfer of materials (for which 
the last-in, first-out method is used) 
from raw materials account to work 
in process, should be priced on a 
last-in, first-out basis. Apparently it 
is permissible to use average cost for 
the current year’s acquisitions. 

This procedure would have the 
effect of pricing work in process at 
the level of most recent costs rather 
than at a level relative to the cost of 
earlier raw material acquisitions. 
However, when the mechanics of in- 
ternal accounting require the main- 
tenance of a current work in process 
account separate from the raw mate- 
rial and finished goods accounts, it 
seems inevitable that the intermedi- 
ate work in process account will at a 
given moment reflect the most recent 
costs. If this were not so, the most 
recent costs would at no time be 
removed from the raw material ac- 
count to be subsequently reflected 
as the most recent costs of finished 
product. It should be noted again 
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that under the Revenue Act the tax- 
payer must specify the goods to 
which the method is to apply and 
may apparently specify that it shall 
not apply to classes of inventory in 
respect of which its use is not prac- 
ticable. 

Finished Goods: Many of the 
features which have been discussed 
in connection with work in process 
are equally applicable to finished 
goods. If the raw material compon- 
ent is identifiable in the finished 
product, it may be combined with 
related quantities in the raw material 
and work in process accounts. When 
the raw material in question is not 
so identifiable, the basis for pricing 
finished product should be the cost 
records-—last-in, first-out. The cost 
records would also constitute the 
basis for pricing labor and overhead 
in finished goods in those instances 
in which the raw material component 
is computed separately. 


Standard Costs 


Standard costs as such are not 
recognized as a basis for inventory 
valuation from either a tax or a 
business accounting viewpoint. In 
those instances in which inventories 
are valued at standard costs, it is 
presumed that appropriate and ade- 
quate examination has disclosed that 
the standards are in_ substantial 
agreement with the actual costs, after 
elimination therefrom of certain ele- 
ments such as the cost of maintaining 
idle facilities and excessive costs due 
to inefficient operation. 


In other cases, detailed cost 
records may be maintained at stand- 
ards, but the aggregate inventories 
accumulated from such standards are 
adjusted by factors which have the 
effect of stating the total inventories 
at actual costs without disturbing 
the detail standards. The usual pro- 
cedure consists of computing the 
relationship between total actual 


production costs and standard pro- 
duction costs. The resultant factor, 
which is applied to standard costs in 
order to determine actual costs, is 
computed separately for the several 
cost components and departments 
as may be appropriate in the circum- 
stances. 


It seems that such procedures may 
be continued in connection with the 
last-in, first-out method. Their effect 
is to develop the cost of the current 
year’s production. The use of such 
current costs for valuing inventories 
will, however, be confined to those 
quantities which are on hand at the 
end of the fiscal period in excess of 
the opening inventories. 


Conclusion 


Although the last-in, first-out in- 
ventory method is adaptable to many 
circumstances in which other cost 
methods could be used, it should not 
be assumed that the method is a 
panacea for all of the problems which 
confront business management in 
connection with inventories. The 
first-in, first-out method will continue 
to be an acceptable method of in- 
ventory accounting for determining 
taxable income in any industry. At 
least until there is a more general 
adoption of the last-in, first-out 
method for general accounting pur- 
poses, the first-in, first-out method 
will presumably continue to be an ac- 
ceptable method for use in the prepara- 
tion of financial statements. The possible 
problems involved in the mechanics 
of applying the new method should 
also be considered before deciding 
upon a change. 


On the other hand, where the con- 
ditions exist which make the new 
method both logical and practicable, 
important benefits may be realized 
from the use of the last-in, first-out 
method in minimizing the effect of 
radical fluctuations in the price level 
upon the income account. 
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Inventory Valuation from An Appraisal 
Viewpoint 


By CLARENCE CROCHERON 


N a talk that I gave before the 

New Jersey Society of Certified 
Public Accountants last March, I 
said— 

“Recent conversations with pub- 
lic accountants reveal that very 
few check quantities and prices, 
others check prices but not quanti- 
ties, and still others accept the 
statements of the management 
with respect to inventories and 
qualify their certificates, accord- 
ing to the extent or limitation of 
their participation.” 


Since that time, much progress 
has been made in improving this 
situation. I understand that many 
of your members burned the mid- 
night oil in committee meetings 
wrestling with the inventory prob- 
lem—and evidence of an important 
contribution to uniform procedure 
in taking inventories, is covered in 
Extensions of Auditing Procedure 
promulgated by your Society. The 
opening paragraph under the cap- 
tion “Inventories” states in part— 





“Added steps may well be taken 
to give greater assurance with re- 
gard to inventories. The extent 
of such additional procedures will 
necessarily vary with the circum- 
stances, because the independent 
auditor is justified in giving con- 
sideration to the effectiveness of 
the internal check and control as 
applied not only to book records, 


Public Accountants. 


but also to the procedure of tak- 
ing physical inventories. But, 
however extensive these may be, 
the training and experience of an 
independent certified public ac- 
countant do not qualify him as 
a general appraiser, valuer, or 
expert in materials.” 


Under these circumstances I can 
speak freely. 


What are inventories, anyway— 
and how much money do they rep- 
resent ? 


Stock Inventories consist of every 
conceivable physical item: mined, 
harvested, manufactured, processed, 
or otherwise produced for sale or 
exchange in the operation of com- 
mercial business. 


According to the last available re- 
port of the Bureau of Census, in- 
ventories of manufacturers at the be- 
ginning of 1937 were valued at 


$ 8,470,935,859 


and at the end of the 


agme YeOr «26.0. 10,014,330,938 


made up as follows: 
Materials and work 
in process ....... 5,620,775,048 
Finish Products ..  4,393,555,890 
The allocation of the year end 
inventory values, according to prin- 
cipal Industry Groups is as follows: 
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Materials 
Industry Group Supplies, Etc. 
PGE dine innate areeyine osidsuce eee $5,620,775,048 
1. Food and kindred products...... 534,038,566 
2. Textiles and their products...... 662,401,604 


3: Porest: Products. ...c4 ieeccies cos 

4. Paper and allied products........ 

5. *Printing, publishing and allied 
industries 

6. Chemicals and allied products... 

7. Products of petroleum and coal.. 

8. Rubber Products 

9. Leather and its manufactures.... 

0 

1 


Stone, clay and glass products... 
Iron and steel and their products, 
not including machinery....... 
12. Nonferrous metals and their 
products 


13. Machinery, not including 
transportation equipment 


14. Transportation equipment, air, 
land and water.......<..5..: : 


15. Railroad repair shops... .......«.:.. 
16. Miscellaneous industries ......... 


_ 





235,248,780 
201,905,516 


295,752 
472,606,578 
197,736,967 

97,433,206 
162,897,261 
120,264,423 


014,121,515 
261,030,042 
868,321,003 
483,827,319 


308,646,516 


Finished 
Products 


825,568,879 
468,947,423 
285,436,461 
99,532,138 
120,6 


72 
369,832,977 

72 
123,725,802 
126,920,336 
156,243,784 
565,181,893 
170,116,631 
649,964,591 


147,900,104 


130,748,076 


* Subject to certain qualifications on Bureau of Census schedule. 


A review of the foregoing schedule 
reveals that a substantial part of the 
stock inventories in these industry 
groups ultimately become fixed 
assets in the form of buildings, plant 
machinery and equipment and trans- 
portation equipment. The appraiser 
in his every day work, obtains his 
primary evidence from the properties 
themselves and accordingly by train- 
ing and experience, he is qualified as 
a general appraiser, valuer, and 
(with certain limitations) as an ex- 
pert in materials. 

I was advised by our Chairman 
that I would not be required to dis- 
cuss the quantitative angle of inven- 
tories, but rather could confine my 
talk to methods of valuing inventory 
items in regard to (1) market prices, 
(2) quality determination, and (3) 
physical condition. 

Unfortunately, I cannot ignore the 
physical verification of the inventory 
because it is right here that most 
errors and omissions occur. The per- 
sons who have the direct contact 


Total 


$4,393,555,890 *$10,014,330,938 


1,359,607,445 
1,131,349,027 
520,685,241 
301,437,654 


416,424 
842,439,555 
471,053,090 
221,159,008 
289,817,597 
276,508,207 


_ 


979,303,408 


431,146,673 


— 


,918,285,594 


631,727,423 


439,394,592 


with the physical inventories are 
usually dubbed “counters and check- 


9? 


ers 


and this is all 


too often an 


indication of their limited qualifica- 


tions. 


It is not possible to get properly 
acquainted with your friends by tele- 
phone. Neither is it possible to judge 
inventories except by intimate, per- 
sonal contact. 

A unit of cost is worthy of accurate 
determination but equally important 
is the multiplier—in this instance, 
the quantity. On an engagement in- 


volving fixed assets or merchandise, 
the appraiser gets his basic impres- 
sion and records his primary evi- 
dence as to quality, condition and 
utility during his intimate contact 
with the physical items, concurrent 
with the process of validating the 
quantities. However, it is only due 
to his long years of specialized ex- 
perience in the appraisal of fixed 
assets and inventories of varied 
types, that the appraiser is qualified 
to identify and classify the materials 
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encountered. It is his routine day 
to day job. Even so, he finds it 
necessary On many engagements to 
supplement his personal knowledge 
with research and collaboration, in 
order to properly analyze and report 
upon the items under consideration. 
Much of the appraisers data is 
readily available in his manuals and 
files and this information is being 
continually brought up to date. His 
technical library of today is the 
result of research yesterday. 

The first consideration in taking 
a physical inventory should be the 
determination of the date as of which 
the inventory is to be taken, so that 
there will be no question of the in- 
clusion of items received before, or 
the exclusion of items received after 
the selected date. 

The inventory is presumed to com- 
prise the listing and verification of 
quantities and prices of all materials 
intended for manufacture or sale, 
and of all supplies used in the opera- 
tions of the business, exclusive of 
any items which constitute fixed 
assets. 

There are many forms in use for 
recording inventory data, but from 
experience I have found “stock 
cards”, prepared in duplicate, to be 
most satisfactory for checking pur- 
poses. 

Time will not permit an outline of 
the procedure in making the physical 
check through the use of cards, but 
suffice it to say that a card should 
be attached to every piece or lot of 
material, and on each should be re- 
corded in the space provided— 

A serial number (so that all 
cards will be ultimately accounted 
for.) 

An identifying description of the 
material. 

The quantity (and unit of quan- 
tity—lIbs. ft.—gross, etc.) 

The unit price (for labor—for 
material). 


Overhead (which may be ex- 
pressed in % of direct labor). 

Classification (raw material, 
work in process—and stage of 
completion—finished stock and 
supplies). 

Location (building, floor, de- 
partment). 

Condition and obsolescence. 


It is during the physical inspection 
of the inventory that the appraiser 
makes his observations with respect 
to the quality and condition of the 
materials, and gathers any visible 
evidence of obsolete or slow moving 
stock. 

The various methods of pricing 
or costing inventories is within the 
scope of the talks by other speakers 
on the program. Hence for the pur- 
pose of this discussion my consider- 
ation of pricing is limited to its re- 
lationship to value. 

Generally speaking, I believe the 
following broad principles should 
be considered in valuing the inven- 
tory: 


1. Raw materials and supplies 
should be priced at their cost and 
market price. Inbound freight, cart- 
age, and handling costs, if paid by 
the vendee, are part of the raw 
material cost, and a well defined 


policy should be adopted on such 


costs to avoid duplication or omis- 
sion. Care should be exercised to 
deduct all trade discounts which the 
particular management enjoys, and 
the prices used should be the net 
price with all trade discounts figured. 
From the appraisers’ viewpoint, cash 
discounts received for prompt pay- 
ment of invoices are not generally 
considered in the determination of 
the net price. In any event, a con- 
sistent policy should be adopted in 
this regard. 


2. Goods in process should be 
priced to include the cost of materials 
used in producing them, and the 
cost of ail labor used in bringing 
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them to their present state of com- 
pletion, plus overhead expense. 
Separate unit costs should be deter- 
mined for (a) materials, and (b) 
labor; and the overhead, which is 
usually expressed as a percentage 
of the direct labor cost. In order 
to price inventory items according 
to their various degrees of comple- 
tion, it is necessary to ascertain the 
labor cost for each operation or step 
in production, and the overhead ap- 
plicable thereto. It is not unusual 
to find in a well-managed company 
with an adequate cost system that 
the accurate labor cost for each 
operation is a matter of record in 
the Cost Department, and can be 
used with reliance for purposes of 
pricing the inventory. 


3. Finished stock is priced on the 
same basis, including material costs, 
labor costs, and overhead. The labor 
cost should, of course, include the 
cost of assembly, finishing in all the 
final steps, and preparing the item 
for sale. 

Finished Stock is not to be included 
at the selling price (except under 
special circumstances as in the sugar 
and meat packing industries). 


4. A consistent policy should be 
adopted with respect to the inclusion 


or exclusion of the cost of containers, 
ing cost or as sales expense. If the 
latter is the case, such items of cost 
should not be included in the inven- 
tory. Containers which are to be 
returned to the vendor, should be 
priced at the amount which will be 
received for their return. 


Market prices should be ascer- 
tained by a review of current in- 
voices, price lists and quotations and 
where lower than cost, substituted 
packing cases, crates, and labor in 
packing. The treatment hinges on 
whether these costs are to be in- 
cluded as a part of the manufactur- 
therefor. Damaged, slow moving 
and obsolete stock and scrap, should 
be carefully investigated and ap- 
praised with consideration to their 
salability, and the inventory prices 
adjusted accordingly. 

In closing, I want to say that 
there seems to be no reason why the 
cooperative action of accountants 
and appraisers cannot make a sub- 
stantial contribution to the validation 
of this important asset item. 

I realize that I have only scratched 
the surface, but if I have succeeded 
in putting over the point that “inven- 
tories must be seen to be appre- 
ciated” then my time and yours has 


been utilized profitably. 
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By MARSHALL GRANGER, C, P. A. 


HE auditor’s inventory work is 
three-fold: 

1. Confirmation of quantities and 
ownership including description of 
the goods as to quality and condition. 

2. Investigation of basis of pric- 
ing. 

3. Tests of arithmetical accuracy, 
that is, extensions, footings, and re- 
capitulations. 

As a result of a recently publicized 
case much has been said during the 
past year about confirmation § of 
quantities. On December 5th the 
Society voted to adopt the report 
of the committee on auditing pro- 
cedure covering “Extensions of Au- 
diting Procedure’. This report dealt 
at length with inventory quantities 
but did not refer to basis of pricing. 

The importance of the latter needs 
emphasizing. It is and always has 
been one of the most important parts 
of the auditor’s work. It is the sec- 
tion of his work through which in 
most cases he exerts the greatest 
influence upon the income accounts 
and balance sheets of his clients. No 
matter how accurately he verifies 
quantities and calculations, he will 
be subject to severe criticism unless 
he ascertains that proper prices are 
used. 

Leaving aside all questions of 
write-downs necessitated by im- 
paired salability, all matters of bal- 
ance sheet wording, and all problems 
peculiar to certain trades or indus- 
tries, the work of the auditor in re- 
gard to inventory pricing involves 
finding the answers to the five fol- 
lowing questions: 

1. Exactly what is the basis of 
pricing in use? And, if the company 


Public Accountants. 


has a cost system, how does it 
operate? After disposing briefly of 
the other four questions, I shall re- 
turn to this one. 


2. Is the basis of pricing used by 
the company in general use in the 
trade or industry? For department 
stores the retail inventory method 
is acceptable; for oil, paper, or metal 
companies the last-in first-out is. 

3. Does this basis correctly reflect 
the income of the company in every 
year? If the method involves write- 
downs from cost to market, are these 
clearly shown? When prices are 
moving rapidly up or down, are 
profits fairly stated? 

4. Has the company used this 
basis consistently in previous years? 
Comparison with prices used in the 
inventory at the beginning of the 
year should be made. The Securities 
and Exchange Commission requires 
the disclosure of any change in basis 
and the approximate effect thereof 
in dollars. 


5. Has this basis been applied to 
every item in the inventory? Actual 
tests should be made by the auditor 
to an extent necessary to satisfy him- 
self on this score. If stock records 
showing costs are maintained, these 
should be compared with inventory 
prices, as should purchase invoices, 
cost sheets, or other available data. 

To come back to the question as 
to what basis of pricing is in use, 
theoretically we find three general 
bases, namely: 

1. Cost. While this basis may be 
used for federal income tax purposes, 
if used every year, few public ac- 
countants would be willing to certify 
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to a balance sheet at cost, if market 
prices were lower, and such market 
prices could be ascertained. 


2. Market, without regard to cost, 
is used as a basis only in certain in- 
dustries or companies where long 
usage and full disclosure make this 
permissable. By-products and scrap 
are customarily priced at market as 
they have no readily-ascertainable 
cost. The term “market” means two 
distinct things (1) current purchase 
price or reproductive cost, and (2) 
current selling price less delivery and 
selling expenses. Market means the 
lower of these two things applied 
separately to each item in the inven- 
tory, not merely to the inventory as 
a whole. Expected losses on big con- 
tracts as well as on small articles 
or damaged goods will be provided 
for, if inventory prices do not exceed 
estimated selling prices less delivery 
and selling expenses. 


3. Cost or market, whichever is 
lower. While this is the basis of 
inventory pricing in general use, it 
does not follow that uniform bases 
are employed by various companies, 
even in the same trade or industry. 
The wide divergence between com- 
panies is the result of the almost 
unlimited number of meanings of 
the term “costs”. 


Kinds of Costs 

The five general classes of costs 
most widely used, each with innum- 
merable variations, are as follows: 
1. Specific cost of identifiable units. 

This method may be used where 

intermingling of like items does 

not make it impossible. Even in 

such cases other methods are 

often preferred. 


- 


2. Standard cost. Cost of goods sold 
and goods in inventory may be 
computed at standard costs. In- 
ventory prices may be based upon 
the standard costs for the vear 


or part of a year just ended or 
upon new standard costs calcu- 
lated for the coming year. If 
standard costs are used for pric- 
ing the inventory, the auditor 
should investigate them careful- 
ly, as discussed later. 


3. Average cost. This may mean 
any one of a number of things. 
Probably the most widely used 
average cost is the running or 
moving average. Perpetual in- 
ventory records are usually kept. 
Under this method quantities 
sold or used in production are 
priced at the average cost of the 
units on hand. New quantities 
are added at intervals at their 
new cost and a new average cost 
is calculated on a weighted basis. 


4. First-in, first-out cost. This is 
the old familiar method based on 
the theory that the oldest units 
are sold or used before more 
recent acquisitions are disturbed. 

5. Last-in, first-out. cost. This is 
based on exactly the opposite 
theory from the first-in, first-out 
method. Under this method the 
most recently acquired units are 
assumed to be used before those 
underneath. 


Other well-known methods are not 
included here as they have more 
limited or specialized uses. Ex- 
amples are the retail inventory meth- 
od and the base-stock method. The 
Treasury Department allows re- 
tailers to use the former method, but 
specifically prohibits the use of the 
latter. 

All of these five cost bases are not 
applicable to every industry or com- 
pany. Any one of them may be used 
for federal income tax purposes pro- 
vided it (1) conforms to the best ac- 
counting practice in the trade or busi- 
ness and (2) most clearly reflects the 
income. 

An interesting subject for an ar- 
ticle, or perhaps a book, is the varia- 
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tions in these five cost methods actu- 
ally in use at the present time. You 
should not feel that, as soon as you 
have classified the pricing basis used 
by a company under one of these five 
groups, you really know what the 
basis of pricing is. Among the fur- 
ther questions you should ask your- 
self, the two first ones are: 


1. What length of time is used as 
the unit in computing costs? This 
question applies to overhead costs 
under any method and to material 
costs where average, first-in, first- 
out, or last-in first-out costs are 
used. With any of these three 
methods the year, quarter, month 
or day may be the unit of time 
used in adding new purchases or 
acquisitions to the quantity on 
hand at the beginning of the peri- 
od. The unit of time may make 
substantial differences in the re- 
sulting costs. In some instances, 
sales or deductions are made on 
the basis of a time unit different 
from that used for purchases or 
additions. This variation also 
produces different results. Cumu- 
lative computations may be made 
each month using the entire peri- 
od from the beginning of the 
year. This has been advocated 
as the best method for interim 
periods under the last-in first-out 
method. Instead of using a speci- 
fic unit of time new costs may be 
figured each time transactions oc- 
cur, as in the case of castings 
made at infrequent intervals in 
large lots. 


2. Does the company have a cost 
system? If so, what kind? The 
auditor must review the cost sys- 
tem thoroughly. 


Review of the Cost System 


To what extent should we review 
or test the cost accounting system in 
use? The answer to this, in my opin- 
ion, is that we should go far enough 


to obtain answers to the following 
ten questions, and these answers 
should be obtained, not from conver- 
sation, but from the records them- 
selves: 


1. Are the cost accounts “tied-in” 
with the general ledger? In 
other words, does the company 
operate a cost ledger or group 
of cost accounts which are in 
balance with one or more con- 
trolling accounts in the general 
ledger? 

2. Is the cost system adequate? 
That is, are the cost records 
sufficiently detailed and well- 
planned to provide the data 
needed to calculate costs accur- 
ately in accordance with the cost 
method in use? You should ob- 
tain and study a trial balance of 
the cost accounts in order to 
answer this question. 


3. Has the system been operated 
intelligently and accurately dur- 
ing the year? Audit tests of in- 
voices, payrolls, and other sup- 
porting documentary evidence 
may be necessary to. satisfy your- 
self about this. 


4. Are all proper items and no im- 
proper items included in over- 
head expenses? All manufac- 
turing expenses belong in over- 
head costs, but no selling, de- 
livery, administrative, or finan- 
cial expenses should be included. 


5. Is overhead expense properly al- 
allocated between departments 
and products? What is the basis 
of allocation? Is it equitable? 
Is the allocation in current use 
based on current figures? When 
was it last revised? 


6. Are standard costs used, and, if 
so, to what extent? Are mate- 
rials charged into work in pro- 
cess at standard or at specific, 
average, first-in first-out, or last- 
in first-out cost? Are standards 
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used for direct labor? What is 
the basis used for overhead ex- 
penses? 


If standard costs are not used, 
do the costs used include un- 
usual items which distort the 
figures and should be excluded? 
Examples of such unusual items 
are strike losses, fire damage, 
and idle equipment expenses. 
Do costs vary greatly between 
months? If so, why? 


If standard costs are in use, how 
much was expended on each 
item of cost, how much was the 
variance, and what was the per- 
centage of each variance to the 
total related expenditure? In 
obtaining these figures you must 
know what cost basis is in use 
before deciding whether to pre- 
pare them for the year as a 
whole, for certain months, or 
for certain specific lots or groups 
of products. 


What were the causes of these 
variances, and does their nature 
necessitate a blanket adjustment 
of inventory cost prices from 
standard costs? This will be 
commented upon in connection 
with the next question. 


Do the causes of under- or over- 
absorbed burden justify inven- 
tory valuations at normal burden 
rates? This question is similar 
to the preceding one. The only 
difference is that under- or over- 
absorbed burden, as you know, 
results from production less or 
greater than the advance esti- 
mate, whereas cost variances re- 
sult from higher or lower prices 
than anticipated for materials, 
labor, or overhead expenses. The 
recent questionnaire of the Na- 
tional Association of Cost Ac- 
countants indicates that very 
few companies using standard 
costs take the trouble to adjust 


inventory prices from standard 
costs. This, however, does not 
excuse the auditor, if he fails to 
obtain complete answers to the 
above questions. Costs calcu- 
lated after production, not stan- 
dard costs, are the correct basis 
of pricing inventory. Standards 
are only advance estimates which 
are a great convenience, but 
may turn out to be right or 
wrong. The auditor must find 
out which. When inventory is 
priced on the basis of new stand- 
ard costs prepared for the coming 
year, these prices are probably 
widely different from last year’s 
costs. However, they may repre- 
sent, or be very close to, market, 
as being the company’s best es- 
timate of current reproductive 
cost. These facts the auditor 
must investigate. When mar- 
ket quotations are rising, the 
new standards usually represent 
unit figures higher than costs. 
In this case a blanket adjustment 
on a precentage basis, or other 
equitable basis, should be made 
to reduce the inventory to cost 
computed for the period just 
ended on a specific, average, 
first-in first-out, or last-in first- 
out cost basis. 


When No “Tied-In” Cost 
System Exists 


If a manufacturing company has 
no cost accounting system or has one 
which is not “tied-in” with the gen- 
eral ledger, how can we satisfy our- 
selves as to inventory prices of fin- 
ished goods and work in process? 

If it has no cost system, it prob- 
ably prices its finished goods and 
work in process on the basis of some- 
one’s estimate of the cost of each 
item. In such a case the auditor 
must obtain as much information as 
possible from this individual and 
from whatever records or estimates 
exist, as to details of these estimated 
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costs. The auditor must try to di- 
vide the unit cost of every item, 
especially those comprising the great- 
est money value in the inventory, 
into material, direct labor by manu- 
facturing departments, and overhead 
costs by departments. He must also 
obtain as reliable figures as possible 
as to quantities of each item pro- 
duced during the year or other peri- 
od used as a unit. 

When he has done these things, 
he has reduced his problem to that 
of the auditor of a company which 
has a cost system not “tied-in” with 
the general books. The problem of 
the auditor of such a company is not 
an easy one, but it may be stated in 
very simple language. His problem 
is to “tie-in” the cost estimates with 
the general books of the company. 
The four steps in this process are as 
follows: 


1. Determine whether to use the last 
year, quarter, month, or shorter 
period to figure costs for inven- 
tory purposes. The answer to this 
will depend upon the cost period 
consistently used by the company 
in the past, unless the auditor 
decides that this method does not 
clearly reflect income and finan- 


) 


cial condition of the company and 
so must be changed. 


Compare, as accurately as he can 
and in as much detail as the rec- 
ords permit, manufacturing costs 
for the period, as shown by the 
general books, with total esti- 
mated cost of quantities produced 
during the period. In this com- 
parison costs should be divided 
between materials, direct labor, 
and overhead. If possible, fur- 
ther sub-divisions should be made 
between kinds or grades of ma- 
terials and between labor and 
overhead of various departments 
or processes. 


Review the figures obtained to 
ascertain whether or not cost esti- 
mates are reasonably accurate. 
Make sure all elements of over- 
head have been provided for in 
estimated costs and that the basis 
of distributing overhead between 
departments or commodities is 
fair. 


Adjust inventory prices, if neces- 
sary, to equal estimated costs, as 
corrected to “tie-in” with total 
costs for the period as shown by 
the general books. 
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Discussion of Papers Presented on 
Inventory Pricing 


N the discussion which followed 

the presentation of the papers on 
“Inventory Pricing” the following 
are some of the questions which were 
presented : 

Question: I think it is wrong to 
state that any class of expense can 
be labelled as fixed overhead. There 
is, in my opinion, practically no class 
of expense which is pure fixed over- 
head, and no class of cost which is 
pure variable overhead. Even such 
items as depreciation and taxes, con- 
sidered as fixed overhead, will vary 
from period to period depending on 
units produced. Similarly, even raw 
materials and labor per unit will 
vary depending on units produced. 
The classifications of fixed and vari- 
able are merely for convenience and 
not required by logic.” 

Answer: Naturally the classifica- 
tion of expenses as fixed and variable 
is a Classification for convenience. 
Most of our accounting classifica- 
tions are made because they are con- 
venient, i. e., they serve a purpose. 
Accounting is a service function, and 
any classification which is conveni- 
ent and useful is therefore logical. 

There is a basic and logical differ- 
ence between fixed and variable ex- 
penses. Any rent payer, borrower at 
interest, taxpayer, or payer of life 
insurance premiums can attest to the 
fact that for the period covered by 
the contract these expenses are fixed. 
On the other hand where workmen 
are paid on a piece-work basis, labor 
cost is directly variable. In between 
these two extremes are the many 
cases of semi-variable expenses. 

It should be remembered that 
many of our expenses are fixed be- 
cause of management decisions, but 
for accounting purposes they are 


ZAO 


often as fixed once management 
reaches a decision as they would be 
if controlled by natural laws. Costs 
arising under a great variety of con- 
tracts are of this type. Somewhat 
different is depreciation. Where 
management decides that assets shall 
be depreciated on a straight-line 
basis, such depreciation is a fixed 
cost; where the unit of production is 
used as the depreciation basis, the 
depreciation cost is variable. 

What value is there in discussing 
whether the classification of ex- 
penses as fixed and variable is based 
on logic or convenience so long as 
such a classification serves a useful 
purpose and is in accord with the 
facts? 

Question: How would you find 
the proportion of fixed and variable 
expense in a semi-variable expense? 
Give an example. 


Answer: To determine the pro- 
portion of fixed and variable expense 
in a semi-variable cost, I would first 
make a tabulation of actual expenses 
for several months in the past, select- 
ing months ranging from low to high 
production. After eliminating from 
such figures any unusual or non- 
recurring items, I would plot these 
costs on a chart showing production 
volume on its horizontal axis and 
dollars of expense on its vertical axis. 
Then I would draw a straight line to 
intersect the greatest number of 
points. If the expense was com- 
pletely variable, this straight line 
would intersect the vertical axis at 
zero, but if the expense was semi- 
variable, the point of intersection 
would be above zero and will indicate 
the amount of the fixed expense. 

To illustrate, let us assume that 
maintenance labor in a department 
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showed the following relation to 
units produced: 
Cost of Maintenance 


Units Produced Labor 
250 $37.50 
500 50.00 
750 62.50 


The expense in this case is semi- 
variable because it increases with the 
volume of production but not at the 
same rate. For each increase of 250 
units, there is an increase of $12.50 
in expense or 5 cents per unit. This 
is the variable element. When 500 
units are produced, the variable cost 
is $25 (500 x .05), leaving a fixed cost 
of $25. Likewise when 250 units are 
produced the variable cost is $12.50 
(250 x .05), again leaving a fixed cost 
of $25. This expense can be de- 
scribed as amounting to $25. plus 5 
cents per unit. 

Question: In marketing a new 
product, what treatment should be 
given to unabsorbed overhead aris- 
ing directly from unused capacity? 
Should this item be deferred on the 
basis of future over-absorption of 
overhead or be charged against cur- 
rent operations? 

Answer: The unabsorbed balance 
should be charged against current 
operations, whether the company is 
marketing a new product or an old- 
established line. Future volume of 
production is too difficult to forecast 
to warrant the assumption that fu- 
ture over-absorption will offset past 
under-absorption. Future periods 
receive no value as a result of under- 
absorption in the past. 


Question: You mentioned certain 
firms that pro-rate overhead costs to 
inventory. 

(1) Would the Revenue Depart- 
ment refuse to approve this, 
particularly in the case of a new 
concern that is going to show a 
substantial loss in its first year 
of operations? 


(2) Would this be acceptable in a 
statement to credit grantors, or 
would it be considered an over- 
valuation? 


Answer: Apparently the question 
refers to the proration of any under- 
absorbed overhead between inven- 
tories (finished goods and goods in 
process) and the cost of goods sold. 
The result of such a proration is to 
restate the inventories on an actual 
cost basis. It is impossible to say 
definitely what the Revenue Depart- 
ment will or will not accept, and 
naturally decision in any particular 
case might be influenced by the im- 
portance of the under-absorbed bal- 
ance to total costs. If 100 units were 
produced in a plant with a normal 
capacity of 2,000 units, the decision 
might be quite different from what 
it might be if 1,500 units had been 
produced in the same plant. I would 
assume that except in extreme cases 
of unused plant capacity, the Rev- 
enue Department would accept ac- 
tual costs arrived at by prorating 
under-absorbed overhead arising 
from the use of normal rates to in- 
ventories and cost of goods sold. 
However, such a valuation might be 
considered as being in excess of mar- 
ket, so far as overhead is concerned, 
particularly where the Company is 
operating at a higher rate of output 
at the end of the year. 


With reference to the second part 
of the question, I would be inclined 
to object to a statement to credit 
grantors which showed inventories 
valued at actual cost for a plant op- 
erating far below normal capacity. 
Obviously the inventories are over- 
valued because there has been in- 
cluded in their costs the fixed ex- 
penses for that portion of the normal 
plant capacity which was _ not 
utilized in their production. The 
failure to utilize this capacity re- 
sults in a loss which should not be 
loaded onto inventories. 
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Question: What is the speaker’s 
opinion of the following statement ?: 

In almost every case where the 
base stock method results in a cost 
of sales representative of current 
market and production costs, the 
last-in, first-out method will serve 
equally as well. But not vice versa. 


Answer: | think that statement is 
correct. In the base stock method an 
arbitrary base quantity is assumed. 
With the passage of time the inven- 
tory may exceed substantially that 
arbitrary quantity. As the excess is 
valued on a first-in, first-out, or an 
average cost basis, the effects of the 
latter methods are present with re- 
spect to that excess. If the last-in, 
first-out basis is used, the entire in- 
ventory will be valued at the cost of 
the earliest acquisitions—not merely 
the quantity equivalent to the as- 
sumed base stock. 


Question: The speaker stated: 
Taxpayer must establish that he has 
not used any other method than the 
last-in, first-out in determining in- 
come for credit purposes, reports to 
stockholders, etc. Later: A taxpayer 
may use lower of last-in, first-out 
cost or market for financial purposes 
without sacrificing right to use last- 
in, first-out cost basis for tax pur- 
poses. Please reconcile this appar- 
ent contradiction. 


Answer: The requirement that 
the taxpayer use no method other 
than last-in, first-out in determining 
income for financial purposes in 
effect is a requirement that the 
method of determining the cost of 
the inventory be the same for finan- 
cial and for tax purposes. In other 
words, the taxpayer is not permitted 
to use one method for determining 
cost for reports to stockholders and 
a different method for tax returns. 
If at the close of a particular account- 
ing period, the taxpayer states his 
inventory for financial purposes at a 
value less than last-in, first out cost, 


the resultant write-down is simply 
an unallowable deduction. 

Question: T.D. 4959 provides 
that if the “last-in, first-out’’ basis is 
used reports to shareholders, etc. 
shall be on that basis. Since the 1939 
amendments and the Regulations 
were enacted and issued after sev- 
eral months of the calendar year 
1939 had elapsed and interim reports 
had been issued on some other basis 
(such as “first-in, first-out”) could 
any taxpayer having this experience 
use the “last-in, first-out” basis in 
1939? 

Answer: The language of the law 
and Regulations is quite clear. 
Under a strict interpretation thereof 
taxpayers who have used inventory 
methods other than “last-in, first- 
out” in the preparation of interim 
reports would not be permitted to 
use the “last-in, first-out” method 
in computing taxable income for the 
year 1939. There have been no in- 
dications that the Commissioner will 
deviate from a strict interpretation 
of the language. 


Question: Assume the following 
facts: 
Inventory January 1, 1,000 units— 
value $1,000; 
Inventory June 30, 100 units— 
value $100; 
Inventory December 1,000 
units. 


Is the December 31 inventory valued 
as at January 1 or is the December 
31 inventory valued at 100 units at 
the January 1 price and 900 units at 
prices paid subsequent to June 30? 


Answer: The Regulations provide 
that goods remaining on hand at the 
close of the taxable year must be 
treated first as those included in the 
opening inventory of the taxable 
year (in the order of acquisition) to 
the extent thereof and, second, 
those acquired in the taxable year. 
Pursuant to these provisions the in- 
ventory at the close of the taxable 


St, 
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year being not in excess of the inven- 
tory at the beginning of the taxable 
year, the entire inventory should be 
priced at January 1 prices. 


Question: What is your opinion 
of the purpose and effect of Sec. 
22(d)-4 of T.D. 4959? Do you think 
it is superfluous as having been cov- 
ered elsewhere in the Regulations? 

Answer: The provisions of this 
paragraph are covered elsewhere in 
the Regulations. The purpose ap- 
pears to be to place the taxpayer on 
record at the time he files his appli- 
cation that he agrees to the adjust- 
ments which are set forth in the 
paragraph. 

Question: Does the appraiser in 
verifying quantities actually count, 
weigh or measure, or does he merely 
observe the counting, weighing, and 
measuring as done by others—say, 
management employees? If the latter, 
how does this differ from what the 
accountant would do? If the former, 
isn’t the cost prohibitive? If neither 
method, but tests are used, how does 
this assure that inventory not tested 
is in accordance with tests, or how 
would a deliberate overstatement of 
inventory be revealed ? 





Answer: I purposely avoided any 
comparison of the respective qualifi- 
cations of the accountant and the 
appraiser in taking inventories, but 
as you brought up the subject I shall 
hazard a reply. 

There are two distinct field opera- 
tions in taking the physical inven- 
tory—(1) counting, weighing and 
otherwise measuring the quantities 
and (2) validation or correction of 
these resuits. 

Most industrial companies have 
some form of production control, so 
as to assure an uninterrupted flow 
of materials through the plant, from 
their raw to finished state. The em- 
ployees of such companies are famil- 
iar with materials and consequently 
competent to assist in the first opera- 


tion, i.e. counting and weighing. 
Here the appraiser does not merely 
“observe” but he actively partici- 
pates in instructing stock clerks, 
directing department heads and co- 
ordinating the hundred and one loose 
ends, thereby assuring the prepara- 
tion of an orderly and comprehensive 
record, capable of checking. With 
regard to the second operation, that is 
validation of the inventory, the ap- 
praiser considers this his full re- 
sponsibility and accordingly counts, 
weighs and otherwise measures quanti- 
ties independent of the management 
or its employees. Circumstances, 
however, determine whether the ap- 
praiser’s responsibility will be dis- 
charged by test checks made at 
random or, whether a partial or com- 
plete detailed check is required. 

In any event it is not enough for 
either the accountant or the appraiser 
to merely “observe”. The appraiser 
obtains his primary evidence from 
the property. and accordingly this 
procedure precludes the likelihood 
of overstatement. By training and 
experience the appraiser is qualified 
to identify and judge*the materials 
which he observes as to quantity, 
quality and condition. 

To take a specific case: the last 
inventory over which I had super- 
vision, both operations, that is the (1) 
counting and (2) validation, were 
done by the appraiser. Costing was 
done by the public accountant and 
the final valuation determined by the 
appraiser—the latter giving effect to 
current price levels where lower than 
cost, less further allowance for obso- 
lete and damaged goods. Our par- 
ticipation on this inventory was in 
the capacity of subcontractor for one 
of your members and whether or not 
the cost was prohibitive I will leave 
to you—it amounted to about 25% 
of the audit fee. 

A real contribution to the valida- 
tion of inventories may be realized 
by the cooperative action of the ac- 
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countant and the appraiser; the ac- 
countant obtaining his evidence of 
ownership and cost, from the records 
and the appraiser obtaining his primary 
evidence as to existence, quantity, 
quality and condition, from the prop- 
erty. 

President Stempf: It is my posi- 
tive conviction so far as the account- 
ant is concerned and my opinion in 
so far as any other expert is con- 
cerned—that he shall not take, de- 
termine or supervise any inventory. 
The formation of original opinions 
and judgments affects every one of 
these factors. 

This question of variable and fixed 
expenses is one of management’s de- 
termination as to which category it 
should be placed in—a matter of 
judgment and opinion, based upon 
the surrounding circumstances—and 
the responsibility for the original 
judgment, the determination upon 
which the accounts are expressed, 
rests with management, and the duty 
of the expert—whether he be an ap- 
praiser or an accountant—is to satis- 
fy himself as to the credibility of 
the representations made by manage- 
ment, as to the fairness of those 
representations, and I don’t think 
that the expert of either class should 
permit himself to be put in the posi- 
tion of making the original deter- 
minations for the client, thereby 
placing himself in the position of 
making the primary representations. 
Those primary representations should 
be made by management, and his 
duty is to express an opinion as to 
the credibility—the fairness—of the 
representations made by manage- 
ment. 

I think that that is basic in the 
professional relationship, whether we 
are speaking of the accountant, the 
appraiser, or any other type of ex- 
pert. 

Question: What is the place of 
inventory price and cost accounting 


in proceedings under the Robinson- 
Patman Act? 

Answer: In proceedings before 
the Federal Trade Commission under 
the Robinson-Patman Law, the place 
of inventory price and cost account- 
ing might be called the last line of 
defense, and for this reason: 

The Federal Trade Commission 
must first establish the credible case 
against you in respect of an alleged 
discrimination. At that point the 
burden of proof in denying this alle- 
gation falls upon the respondent. 
He may then try to attack the evi- 
dence presented by the Federal Trade 
Commission in respect to various re- 
quirements of the above mentioned 
“credible” case. These requirements 
briefly are as follows: 

The sales involved must have been 
made primarily within Inter-state 
Commerce, and must have been 
made in respect to commodities of 
a like kind or quality, and finally, 
and most important, the prices must 
have discriminated between cus- 
tomers, and have tended substantial- 
ly to lessen competition. 

Having failed in disproving the 
case so made by the Commission, 
and if unable to prove that the dis- 
crimination in price was made to 
meet competition, the respondent 
must then turn to his costs and 
prove thereby that the differences 
in sales prices were warranted by 
like differences in cost. 

Question: When inventory is 
moved from a plant to a sales or 
storage point, what is the usual prac- 
tice in recording the freight in- 
curred? — (a) Added to inventory 
cost? (b) Treated as a deferred 
charge? (c) Charged off as a selling 
expense? 

Answer: In order to know the 
usual practice it would be necessary 
to send a questionnaire to a number 
of companies having such a prob- 
lem. I do know, however, that each 
of these three methods is being used. 
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If the freight is of great amount, 
sometimes it is added to the inven- 
tory when it arrives at the various 
storage plants, or at the various 
sales agencies. In such cases the 
inventory at any given time includes 
the freight. Some companies go a 
step further and also add to the 
inventory the labor of placing the 
items in the storage location. If it 
is of small consequence, it should 
not be added because it complicates 
the checking of the costs of sales, 
especially when the costs are checked 
at the home office, for there would 
be a different set of costs for each 
storage plant or agency. 


Sometimes it is treated as a de- 
ferred charge. In all these cases 
you must be consistent. Large parts 
or units are sometimes sent in car- 
load lots from the factory to sales 
offices, and in such cases occasion- 
ally the sale to the customer is made 
f.o.b. factory, so that the charge to 
the customer may be greater for 
each item than that arrived at by 
dividing the carload lot freight by 
the number of large parts or units. 
A profit may be made in this way. 
In such cases, sometimes the car- 
load freight is deferred, and as the 
items are sold the profit is recorded. 
If the shipments are practically the 
same from year to year, the freight 
may be charged to expense and 
freight collected from customers 
credited thereto. 


If charged to selling expense, it 
is a question whether to charge it 
to selling expense of branches or 
warehouses or to the main office. 
If charged to branch selling expense 
or costs, it interferes with the com- 
parison of results of various branches. 
For this reason it may be better to 
charge it to a main office account. 


Question: Is buying expense 
added to inventory? 


Answer: It is a question of what 


type of buying expense you're talk- 
ing about. 

If it has to do with a purchasing 
department as such, under normal 
conditions only a portion of that ex- 
pense would find its way into inven- 
tory through being charged to over- 
head. 


If you’re talking about buying ex- 
pense such as buying expense for 
crops, sending out buyers, buying 
wheat, corn, tobacco, it is definitely 
part of your inventory cost. 


Question: For statement pur- 
poses, it is desired to have the inven- 
tory of a Dutch firm valued at cost 
in American dollars. 


The merchandise (precious stones) 
was purchased at various times in 
Europe for pounds sterling, and the 
cost converted to guilders. 


Should the conversion into dollars 
be made now on the basis of the cur- 
rent high-priced guilder or the 
weakened pound? 


Answer: We do not know 
whether the merchandise is in Hol- 
land or the United States. But let 
us assume it is in Holland and be- 
longs to a Dutch firm owned by, and 
to be consolidated with, an American 
company. It is immaterial whether 
or not the stones were paid for in 
pounds sterling or guilders because 
the Dutch firm would have to use 
guilders to pay for the pounds. So 
the cost for our purposes would be 
in guilders. Precious stones as in- 
ventory have certain peculiarities ; 
they may be worth much more or 
much less than cost. The war also 
enters into the picture and may at 
present seriously impair their mar- 
ket value. However, if they could 
readily be transported to the United 
States, they would still have a mar- 
ket value in American dollars. Under 
these conditions cost in guilders 
should be convertd at current rates 
into dollars and this cost should be 
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used in pricing inventory unless 
market value is lower. If the amount 
involved is substantial, full disclosure 
should be made on the balance sheet. 


Question: A manufacturer of en- 
gines in servicing his product re- 
places a fuel pump at any time for 
$35 and the return of the pump orig- 
inally in the engine. The pump cost 
$300. Used pumps are reconditioned 
and used interchangeably with new 
pumps in subsequent replacement 
and apparently are efficient. Should 
the reconditioned pumps be valued 


at an appraised value when returned 
with reconditioning costs added to 
determine inventory cost? 


Answer: When a pump is re- 
turned the cost of reconditioning 
should be estimated as accurately as 
possible. Inventory value would or- 
dinarily be calculated by subtracting 
this estimated reconditioning cost 
from $300, but should in no case ex- 
ceed $265. As labor and materials 
are expended in reconditioning they 
should be added to inventory value 
up to a limit of $300. 


281 











Investment Trusts 


HE papers which follow were 

presented at a _ round-table 
forum meeting on the evening of 
April 12, 1939, at the Hotel Wood- 
stock under the direction of the 
Technical Committee on Investment 
Trusts. The meeting was opened 


by Mr. A. S. Fedde, Vice President 
of the Society who discussed gen- 
erally some of the accounting prob- 
lems relating to Investment Trusts 
and then introduced Mr. Christopher 
H. Knoll, Chairman of the Commit- 
tee, who presided. 


Certain Practices in Investment Trust Accounting 


By Gerorce E 


A review of the definition and 
theoretical objectives of an invest- 
ment trust will undoubtedly supply 
a clue to the development of some 
of the accounting practices applic- 
able to investment trusts. 


Definition and Objectives 


“An investment trust is a corpo- 
ration or a voluntary association 
engaged primarily in the business 
of investing and reinvesting in the 
securities of other companies for 
the purpose of revenue and profit 
and not, in general, for the pur- 
pose of exercising control; to pro- 
vide investment diversification, to 
realize on appreciation when con- 
ditions are favorable, to protect in 
so far as it is possible by means 
of diversification of risks and as- 
tuteness of management the assets 
from diminution when economic 
conditions are unfavorable and, 
finally, to assure continuous in- 
come consistent with sound prin- 
ciples of investment.”’ 


The type of the trust, the scope of 
its operations, the make-up of its 
portfolio, and the experience and 
integrity of its management are 
among some of the factors which 
would tend to either modify or ex- 
pand these objectives. However, the 
outline given is probably sufficiently 
comprehensive to serve our purpose. 
The fact that all investment trusts 
do not accomplish these lofty aims 


. NIvEn, C.P.A. 


is not germane to this discussion. 
Accountants are interested chiefly 
with acting as impartial reporters 
of facts as they are found to exist. 


Types 


Investment trusts may be broadly 
classified under four general types: 
1. Fixed. 
2. Semi-fixed. 
3. General management. 
4. Investment contracts. 


A fixed trust purchases a definite 
number of shares of stocks or bonds 
of usually a specified number of 
companies. In this type of trust, 
there are usually no sales of port- 
folio securities except for elimina- 
tions, and, consequently, there is no 
reinvestment problem. A semi-fixed 
trust follows the general principle 
of a fixed trust, except that reinvest- 
ments may be made in certain 
eligible securities usually mentioned 
in the fund agreement. The general 
management fund is distinguished 
from all others by an active man- 
agement on the part of the Trustees 
or managers of the trust. The shares 
of such companies or associations 
are sold to the general public and 
the proceeds invested in a diversified 
list of securities. The “open-end” 
trust is characterized by the fact 
that the trust repurchases and re- 
sells its own shares more or less 
continuously. Investment contract 
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Investment Trusts 


trusts are of a more recent innova- 
tion which were developed to enable 
individuals to purchase units in a 
fixed trust on an installment basis 
usually over a period of ten years. 
Very recently this type of trust was 
expanded to permit the purchase of 
shares in general management 
trusts. Irrespective of the type of 
trust involved, the same general ac- 
counting principles prevail, except 
that the question of security profits 
and their treatment is much more 
acute in the general management 
type than in any of the others named. 


Capital Stock 


In a business corporation, the cap- 
ital stock account remains static as 
a general rule, except for new issues 
and occasional retirements, whereas, 
in an investment trust, the capital 
stock account, particularly if it is 
an open-end trust, constantly fluc- 
tuates according to the number of 
shares sold and the number of shares 
reacquired. The method of recording 
the changes is no different than in 
any other corporation. 


Paid-In Surplus 

The paid-in surplus account like- 
wise fluctuates in amount as new 
shares are issued and old ones re- 
acquired, but not always in the same 
proportion as the capital stock ac- 
count. This is because the price at 
which the shares are sold is governed 
by the market quotations of the 
securities in the portfolio of the 
trust. To this account is credited 
the excess of the consideration re- 
ceived from the sale of capital stock 
over the par or stated value, and 
conversely is debited with the excess 
of the consideration paid for stock 
reacquired over the par or stated 
value of the stock. However, the 
foregoing must be qualified in this 
respect. When shares are issued or 
reacquired, there is included in the 
price at which the shares are sold 
or repurchased (liquidating value), 


the accrued undivided earnings ap- 
plicable to those shares. Therefore, 
depending upon whether the shares 
are being repurchased or sold, the 
paid-in surplus account is debited 
or credited with the proportional 
amount representing accrued un- 
divided earnings. It has been the 
practice to equalize only accrued un- 
divided earnings from sources other 
than security profits and losses in 
respect of sales and repurchases of 
capital stock. This has been the 
practice mainly because security 
profits have been looked upon as 
special or extraordinary profits and 
not subject to current distribution, 
and, further, that security losses pre- 
sent a somewhat perplexing problem 
in equalization. 


Principal Account 


As previously mentioned, an in- 
vestment trust may be either a cor- 
poration or a voluntary association. 
Inasmuch as an association is not 
a corporate entity, it does not issue 
shares of capital stock but in some 
cases shares of beneficial interest 
having a par or stated value are 
issued. The selling price (liquidat- 
ing value) of these shares is com- 
puted in exactly the same manner 
as those of an incorporated trust. 
The following will illustrate how 


the net asset value (liquidating 
value) of shares is derived: 
Total securities at market..... $1,000,C00.00 
Principal cash and accounts 

receivable — less accounts 

PAVAIG odes cc cece nmaw ans 150,000.00 
Income cash and receivables, 

less accrued expenses....... 20,000.00 





Total net assets at market $1,170,000.00 


78,000 
$15.00 


Number of shares outstanding. . 


Net asset value per share..... 


The capital stock account, and the 
surplus accounts, in so far as they 
relate to capital transactions, of an 
incorporated investment trust are 
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replaced in an unincorporated trust 
by what is commonly called the prin- 
cipal account. While it is quite true 
that in some trusts the balance of the 
principal account represents the net 
asset value of the trust, it is prefer- 
able that from it be excluded all 
items of investment income and ex- 
pense. Consequently, the main cred- 
its to that account would consist of: 

(a) Amount received from shares 
sold excluding amount of ac- 
crued undivided earnings in- 
cluded in price of shares. 

(b) Realized net gains from sales 
of portfolio securities, less 
realized losses, if any. 

The debits to this account include: 

(a) Cost of shares repurchased, 
exclusive of accrued undivided 
earnings included in price of 
shares repurchased. 

(b) Distributions to stockholders 
only from capital gains. 

(c) Capital expenditures incidental 
to distribution of shares (e.g. 
Federal Securities Act regis- 
tration fees). 

(d) Stamp taxes on original issue. 


For convenience and ease, subsidiary 
accounts are usually maintained for 
each of the items mentioned, the 
principal account being the control. 


Income Account 


The income account is usually re- 
stricted to investment income and 
expenses of administering the trust. 
Realized gains or losses from sale 
of portfolio securities are segregated 
in a separate account. The expenses 
are usually comprised in part of the 
following: 

Supervisory fees 
Custodian charges 
Transfer agents charges 
Legal and accounting fees 
Provision for taxes 

Rent 

Sundry 


Realized Profits or Losses on Sale 
of Portfolio Securities 


Increasing recognition that gains 
or losses are not in the nature of 
recurring income has led to the seg- 
regation of these items from invest- 
ment net income. While the prac- 
tice is not universal, the net result 
of such transactions is usually trans- 
ferred to a special earned surplus 
account. Prior to the advent of the 
undistributed profits tax and the cre- 
ation of what has come to be known 
as “Mutual Investment Companies” 
under the Revenue Acts of 1936 and 
1938, if net gain was realized it was 
not necessarily distributed to the 
shareholders but the gain was trans- 
ferred to a special surplus or a re- 
serve account. Now, however, the 
tendency is to make special distribu- 
tions to shareholders for the ap- 
proximate amount of such net gains, 
less the normal tax applicable to 
said gains in the case of companies 
not qualified as mutual investment 
companies in order to escape the 
punitive tax imposed on the non- 
distribution of such profits. Some 
trusts have adopted the federal tax 
basis of computing cost of security 
sold for their general accounting; 
such procedure being followed to 
avoid the keeping of two sets of 
security records. 

Three methods in common use 
for the purpose of determining 
profits or losses from sales of port- 
folio securities are: 


1. Identified cost, 
2. First-in — first-out, and 
3. Average cost. 


There is probably no phase of ac- 
counting practice relating to invest- 
ment trusts which can provoke more 
discussion with the resultant lack of 
unanimity of thought than the ques- 
tion of what basis should be used in 
computing profits or losses on sales 
of securities. It is strange, but never- 
theless true, that the two methods 
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which are countenanced by the gov- 
ernment in determining profits or 
losses for tax purposes should be 
frowned upon by the more conser- 
yative opinion. The Securities and 
Exchange Commission in adminis- 
tering the Securities Act of 1933, as 
amended, and the Securities Ex- 
change Act of 1934, disapprove of 
the first method—namely, identified 
cost method, are tolerant of the 
second, and prefer the third. It is 
the consensus of opinion of your 
committee that the average cost 
method is the preferable method. 
The New York Stock Exchange in 
its requirements for listing invest- 
ment trust securities, says that, “aver- 
age cost appears to be the only one 
which does not result in a distortion 
of the income account.” The Stock 
Exchange also requires that the 
method of computing cost of securi- 
ties sold must be described in all 
financial statements presented and 
attention called to any changes what- 
soever in accounting methods with- 
in the period covered by any finan- 
cial statements. 

Any gain or loss realized by an in- 
vestment trust from trading in its 
own shares should not be carried in- 
to earned surplus, but should be re- 
flected in either the capital or paid-in 
surplus account. 


Financial Statements 


The published financial statements 
of an investment trust usually con- 
sist of : 

1. Balance sheet 

2. Statement of principal if a vol- 

untary association 
Statement of paid-in surplus 
Statement of earned surplus 
Statement of income and ex- 

penses exclusive of realized 
gain from investments 
6. Statement of net profit or loss 
from sales of securities 


wn & Ww 


7. Statement of portfolio securi- 
ties showing: 
(a) Number of 
owned 
(b) Cost 
(c) Market values or esti- 
mated fair value in 
the absence of mar- 
ket quotations 


shares 


Any paper on this subject would not 
be complete without reference to the 
influence exerted by accountants, the 
New York Stock Exchange, Blue 
Sky Commissions, and, finally, the 
Securities and Exchange Commis- 
sion, each in their own sphere, upon 
the method of public reporting. This 
influence has resulted in raising the 
general level of financial statements. 
Specifically, they relate to the bal- 
ance sheet, asset valuations, and the 
income statement. In order to 
readily appreciate the extent and de- 
gree of improvements in financial 
statements which have occurred dur- 
ing the last ten years, one need only 
compare the meager and non-in- 
formative data which was found in 
financial statements published dur- 
ing the nineteen-twenties with the 
voluminous information now being 
presented. It was quite common to 
see on a balance sheet the portfolio 
securities extended net of investment 
reserves with cost, market value and 
amount of reserves being omitted. 
A footnote might explain that the 
market value of the securities were 
in excess of book values without giv- 
ing the aggregate market value. 

The income statement would prob- 
ably group in a lump sum the amount 
of interest, dividends, stock dividends 
and realized investment profits. 

Today the cost and market values 
must be shown in the aggregate and 
for each security, and investment 
profits must be separated from in- 
vestment income. 

Accountants are not in entire 
agreement on the question of cost 
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vs. market values in stating the port- 
folio securities on the balance sheet. 
Some lean to extending the securities 
at cost with market values shown 
parenthetically, while others prefer 
extending the securities at market 
quotations with cost as a parenthe- 
tic notation. The writer is of the 
opinion that valuing the securities at 
market quotations with cost shown 
parenthetically is to be preferred 
over the other method of presenta- 
tion. It seems to the writer that cost 
is of historical significance but that 
the investor, or potential investor, is 
more concerned with the value of the 
assets of a trust, such value com- 
monly being measured by current 
market quotations. 


Where investments are carried in 
the balance sheet at amounts based 
on market quotations, it is preferable 
to show the net unrealized deprecia- 
tion or appreciation of investments 
as a segregation of surplus. This 
method of segregation seems prefer- 
able to avoid the combining of realized 
elements with the unrealized. 


Again referring to the presentation 
of security values on the balance 
sheet of an investment trust. The 
Securities and Exchange Commis- 
sion now requires that there be 
added to the balance sheet a footnote 
indicating what the effect would be 
upon the surplus accounts had a re- 
serve for unrealized depreciation 
been established, provided that the 
aggregate amount at which the se- 
curities are carried exceeds the mar- 
ket value based on current market 
quotations and that a sufficient re- 
serve to cover such excess had not 
been set up. 


Also appended as a note to the bal- 
ance sheet, will usually be found a 
statement reading like this: 


“Net assets based on market quo- 
tations for portfolio securities 
were equal to $ per 
share of capital stock issued and 


outstanding on December 31, 
1939.” 


or 


“Value of capital stock per share 
was $ on December 
31, 1938, computed on basis of 
balance sheet with marketable 
securities extended at market 
quotations on same date.” 


As is now the usual custom, all 
changes of accounting methods with- 
in the period covered by the state- 
ment or since the last accounting 
period must be noted in the auditor’s 
report accompanying the statements, 
or as a footnote to the statements 
themselves and referred to in the 
auditor’s report. The following is a 
typical example of such a footnote: 


“Prior to December 31, 1935, net 
losses from sales of securities 
aggregating $600,000.00 were 
charged to paid-in surplus, and 
net profits from sales of securi- 
ties for year ended December 31, 
1936, amounting to $500,000.00 
were credited to paid-in surplus 
during that year. It was the 
policy of the company to credit 
net profits from sales of securi- 
ties to paid-in surplus to the ex- 
tent of the loss previously sus- 
tained and charged against paid- 
in surplus. In view of the fact 
that the company desired to 
qualify under Section 48-E, of 
the Revenue Act of 1936, all net 
realized profits since December 
31, 1936 were not credited to 
paid-in surplus, but were dis- 
tributed as indicated on the ac- 
companying statement of profits 
and losses on securities.” 


It is also required, not only by 
accountants in general but also by 
the New York Stock Exchange in its 
requirements for listing Investment 
Trust Shares, that the statement of 
income carry a footnote stating the 
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increase or decrease during the year 
of the amount by which the market 
value of securities owned exceeds 
or is less than book value. If the 
statement of income is for a period 
longer than one year, the footnote 
must show the increase or decrease 
of market value to cost for each year 
or period. 


Taxation 


Investment trusts, whether incor- 
porated or unincorporated, are, with 
certain exceptions, subject to the 
same rate of taxation under the fed- 
eral income tax laws as any other 
business corporation. The excep- 
tions are in the case of trusts which 
can qualify as, “mutual investment 
companies” under Section 361 of the 
Revenue Act of 1938. Under this 
section an investment trust which 
qualifies is taxable only upon its un- 
distributed net income at 161%%, 
one of the qualifications being that 
it shall distribute at least 90% of 
the taxable net income. If an unin- 
corporated trust is a strict trust 
within the meaning of Section 166 
of the Revenue Act of 1938, it es- 
capes all taxes assessed against cor- 
porations. However, the line of de- 
marcation which distinguishes be- 
tween an association taxable as a cor- 
poration and a strict trust with the 
income taxable to the grantors is 
so thin that accountants are advised 
to request their clients to obtain a 
ruling from the Bureau of Internal 
Revenue as to whether the trust is 
or is not taxable as an association, if 
the client contends that the net in- 
come of the trust is not taxable to 
the trust. If the client declines to 
apply for a specific ruling, the ac- 
countant should, in footnotes to the 
balance sheet and income statement, 
explain the facts in clear and con- 
cise language. He should state the 
amount of contingent liability for 
federal tax that would be payable 
in the event that the Bureau held 


that the trust was an association tax- 
able as a corporation. 

Investment trusts doing business 
in New York State are taxable under 
Section 214-b of Article 9-A of the 
tax law. This section provides for 
a tax of 444% on the entire net in- 
come within the state, subject to 
the limitation that the entire net in- 
come from within the state shall 
not be less than 15% of the entire 
net income of the trust. The 15% 
limitation can be overcome if the 
trust can prove to the satisfaction of 
the tax commission that less than 
15% of its business is carried on 
within the state. An alternate tax is 
provided computed upon the net as- 
set value of the issued capital stock 
within the state, subject to the 
same 15% limitation previously men- 
tioned. The method which derives 
the greater tax is the one used. 


The measure of the entire net in- 
come (or issued capital stock) with- 
in the state shall be such a portion 
of the entire net income (or entire 
issued capital stock), as the aver- 
age value of such of the gross 
assets of the investment trust as con- 
sists of stocks, bonds and other se- 
curities located within the state 
bears to the average total value of 
such gross assets of the investment 
trust wherever located. The location 
of the assets of the trust is predi- 
cated, in part, on the location of the 
tangible assets of the issuer or 
obligor, the stocks or obligations of 
which are owned by the trust. 


Records 


It is essential that complete and 
accurate records be maintained of all 
transactions. The tax factor is of 
prime importance, particularly in the 
case of companies which are quali- 
fied as mutual investment compa- 
nies. A clerical error might dis- 
qualify a company from enjoying 
the benefits of Sections 361 and 362 
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of the Revenue Act of 1938, with re- 
sultant increased taxation. 


General 


Lately your Committee has twice 
volunteered its services to the Se- 
curities and Exchange Commission— 
once, in connection with a proposed 
new form for registering invest- 
ment contracts and securities of 
fixed investment trusts, and, again, 
on the Commission’s contemplated 
report to Congress on the result of 
its study of investment companies 
and recommendations thereto. In 


the first instance, a conference was 
had with a representative of the 
Commission at which time the Com- 
mittee was given to understand that 
its proposals would be given con- 
sideration. In the latter case a re- 
quest was made for copies of the 
tentative draft of the report, so that 
the Committee could review the ac- 
counting aspects thereof and tender 
its comments thereon for considera- 
tion. A letter was received from the 
Commission thanking the Commit- 
tee for its offer and expressing a 
spirit of cooperation. 


Distributions on Capital Stocks 
By Tuomas J. Cocan, C.P.A. 


Accounting for distributions by 
corporations, the stocks of which 
are in the portfolio of the investment 
company, constitutes one of the im- 
portant phases of investment trust 
accounting. 

Corporate distributions may be 
discussed under three classifications : 


(a) Dividends from earnings 


(b) Capital distributions such as 
liquidating dividends 


(c) Subscription rights received 
which although theoretic- 
ally an invitation to addi- 
tional investment may rep- 
resent a return of capital 
when the recipient chooses 
to sell the rights rather than 
to exercise the subscription 
privilege 


If asked why a dividend receipt 
constitutes income one might say 
that it is because it represents a dis- 
tribution to the stockholder which 
leaves intact the equity in his in- 
vestment, as it existed at date of 
acquisition. Of course in practice 
this is only approximately so, as 
distributions seldom are exactly equal 
to earnings. 


Cash dividends from earnings meet 
this requirement and so there has 
been little question about the pro- 
priety of their being credited to in- 
come. However, in the case of divi- 
dends in the form of securities 
considerable question arises as to 
whether any income has been re- 
ceived by the investor. 


Dividends paid in common stock 
of the paying company on common 
stocks held have been generally held 
by accountants not to constitute in- 
come since it is felt that there has 
been no distribution to the stock- 
holder but merely a split-up of the 
shares representing the original in- 
vestment. In other words the stock- 
holder is practically in the same 
position as though no dividend ac- 
tion had been taken. This view has 
also been taken by the United States 
Supreme Court. 


When dividends have been paid 
on common stocks in preferred stocks 
the position of accountants has not 
been as decided as in the case of 
common stock dividends. The fol- 
lowing views have been held: 


(a) That when no preferred stock 
was previously outstanding 
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the dividend represented 
only a reclassification of the 
stockhclders’ previously ex- 
isting rights and not income 


(b) If preferred stock was previ- 
ously outstanding the divi- 
dend constitutes income as 
it results in a change in the 
previously existing rights 
of the stockholders 


These views generally accord with 
the rulings by the courts in various 
tax cases. 


Some corporations have paid op- 
tional stock dividends, i.e., divi- 
dends payable in cash or in stock 
at the holder’s option. This practice 
has been undertaken recently in 
order to receive a “dividend-paid”’ 
credit under the provisions of the 
Revenue Act of 1936 as such divi- 
dends were held to be taxable to 
the recipients. However, where the 
terms of the payment are such that 
the market value of the stock is 
definitely greater than the amount 
of cash paid there would appear to 
be considerable question as to any 
distinction between such a dividend 
and an ordinary stock dividend. 


There are some corporations which 
have paid dividends on preferred 
stock in preferred stock or in com- 
mon stock. These dividends would 
seem to constitute proper income 
credits, since they result in increased 
equities to the recipients. 

Another form of distribution is the 
so-called “in kind” dividend. In view 
of the many forms which such a dis- 
tribution may take it is perhaps un- 
safe to generalize as to whether or 
not its receipt constitutes income. 
[In most cases such dividends paid 
in securities or other assets owned 
by the corporation have been held 
by accountants to be income. 

We now turn to capital distribu- 
tions. These are of two general 


classes. 


(a) Regular distributions which 
are made partly from funds 
provided through depletion 
reserves 


(b) Distributions incident to the 
partial or complete liquida- 
tion of an enterprise 


[t would appear that the preferen- 
tial manner of handling the first class 
of distribution would be to credit to 
income only that portion of the divi- 
dend which remains after providing 
for depletion. 


Distributions in liquidation are 
usually credited to the cost of the 
investment to the extent of the 
amount of cash and fair value of 
property received. After full liqui- 
dating dividends have been received 
the remaining debit or credit balance 
in the investment account is charged 
or credited to profit and loss. Of 
course in many cases practically all 
the assets are received as part of 
the initial distributions leaving only 
a nominal value for the remaining 
equity. In such instances it would 
appear preferable to charge off the 
investment without waiting for the 
final distribution. Some account- 
ants have taken the position that 
where liquidating distributions are 
chiefly in the form of “in kind” se- 
curities, the cost of the investment 
should be allocated to the securities 
received rather than taking such se- 
curities into the accounts at market 
values with a corresponding credit 
to the cost of investment in the com- 
pany in process of liquidation. The 
effect of this treatment of course is 
to postpone the charge or credit to 
profit or loss until the securities re- 
ceived as liquidating dividends are 
disposed of. While the choice of 
method must of course depend to 
an extent upon the circumstances of 
a particular liquidation, it would ap- 
pear generally preferable to credit 
liquidating dividends to cost of in- 
vestments at market values for the 
following reasons: 
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(1) This method reflects the se- 
curities received in the ac- 
counts at current price 
levels 


(2) This method coincides with 
the basis used for tax pur- 
poses 


(3) Allocation of cost must be 
somewhat arbitrary particu- 
larly in cases of complete 
liquidations where a_ sub- 
stantial part of the dividend 
usually is in cash. To “fol- 
low through” the theory of 
allocation of cost one should 
allocate a portion of the 
cost of investment to the 
cash received and_ record 
the differential as profit or 
loss. Just how much merit 
there would be to any such 
allocation is difficult to 
comprehend. 


Subscription rights have been vari- 
ously treated by accountants as: 


(1) Credits to investment cost on 
the basis of allocating costs 
over the respective market 
values of the rights and the 
stock “ex-rights’’ 


(2) Returns of capital to the ex- 
tent of their fair market 
values (or proceeds from 
sale thereof) 


(3) Income to the extent of their 
fair market values (or pro- 
ceeds from sale thereof) 


The first method has been most 
generally followed. It is based on 
the theory that the distribution of 
rights transfers to the rights a por- 
tion of the equity in net assets and 
earning power formerly represented 
by stockholdings and that a com- 
parable portion of cost should be 


similarly transferred. This basis is 
also recognized for tax purposes. 


The second method (crediting the 
fair market value of the right to the 
cost of investment) is based on the 
theory that the cost of the original 
investment represents in effect a 
“basket” the cost of any one of the 
contents of which is not ascertain- 
able so that all proceeds received 
must be credited against the total 
cost until such cost is exhausted. 
This theory treats rights as being a 
partial liquidation of the stockhold- 
er’s interest. While this in a sense is 
true when the rights are sold it does 
not necessarily follow that the por- 
tion of cost assignable to the inter- 
est disposed of cannot be ascertained. 
Unlike the case of a partial liquida- 
tion where a stockholder receives an 
asset “X” in his investment in com- 
pany “Y’’ and cannot reasonably 
know what part of his cost of invest- 
ment in “Y” was for that asset, the 
issuance of rights transfers a por- 
tion of his equity in all assets and in 
earning power to such'rights. If he 
sells the rights it would appear that 
a quite definite percentage of his 
original investment has been dis- 
posed of and that profit or loss 
should be recognized. 


The third method (crediting the 
fair market value of the rights to in- 
come) is based on the theory that the 
issuance of rights to subscribe to 
stock at less than its market value 
represents a distribution by the cor- 
poration of part of its surplus in the 
form of an opportunity to make an 
advantageous purchase. This method 
seems to have little to recommend 
it from an accounting standpoint. 
Granting that the issuance of rights 
is a kind of distribution of surplus 
the distribution of surplus would ap- 
pear to be similar to a stock dividend 
and on this basis not a proper credit 
to income. 
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Discussion of Papers and Questions 


After the presentation of the two 
papers, a lively discussion followed. 
Lack of space prohibits the publish- 
ing of the entire proceedings, but a 
number of the questions discussed 
and the answers thereto follow. It 
should be remembered that the an- 
swers represent opinions of only cer- 
tain members of the Committee: 

Question: Whether footnotes 
should be made to financial state- 
ments indicating realized profits or 
losses on sales of securities on the 
basis of average cost when such 
profits or losses were computed on a 
basis other than average cost, such 
as, first-in, first-out method or identi- 
fied cost method? 

Answer: If either the first-in, 
first-out method or the identified 
cost method is consistently used and 
the change during the period in net 
unrealized depreciation or apprecia- 
tion of investments is shown in the 
financial statements it does not ap- 
pear necessary to indicate what the 
realized profits or losses might have 
amounted to if computed on an aver- 
age cost basis. If, however, there is 
an apparent attempt to distort profits 
or losses by using the identified 
cost method it would of course be 
necessary to point out such facts. 
The Securities and Exchange Com- 
mission has recently been taking ex- 
ception to financial statements pre- 
pared on the basis of computing 
security profits and losses on the 
identified cost basis. In such cases 
they have required that footnetes be 
made to the financial statements in- 
dicating the profits or losses com- 
puted on an average cost basis. They 
have no doubt deemed the identified 
cost method to be objectionable be- 
cause it is subject to manipulation 
whereas in the case of the other two 
bases mentioned this criticism can- 
not be made. 


Question: Should realized secur- 


ity profits be credited to income, 
segregation of earned surplus ac- 
count, or special reserve account? 


Answer: In view of the fact that 
security profits are usually irregular 
and intermittent it appears preferable 
to credit such profits to a separate 
surplus account—a segregation of 
sarned surplus. The Committee on 
Stock List of the New York Stock 
Exchange favors this treatment. 
Mr. Hoxsey, a former member of 
that Committee, has frequently ex- 
pressed his opinion on the method 
of dealing with security profits as a 
special surplus item rather than as 
an item of income. 


Question: In the case of open-end 
investment companies, would it not 
be preferable to discard the distinc- 
tion between earned and capital 
surplus? 


Answer: Since the open-end type 
of investment trust is constantly 
changing its capital structure by is- 
suing shares at underlying net asset 
value and repurchasing its shares on 
a similar basis, it is practically im- 
possible to distinguish between 
earned and capital surplus. At the 
present time it is the practice of such 
trusts to equalize undistributed net 
income from sources other than net 
security profits in respect of sales 
and repurchases of capital stock. 
The difference between par or stated 
value of capital stocks and the issue 
or repurchase price thereof after ad- 
justment for equalization of income 
are credited or debited to capital 
surplus. While this is a practical 
solution to a difficult problem it 
does not however produce accurate 
results. Looking at the problem 
from the standpoint of capital and 
surplus, when a share of stock is 
purchased by an investor for an 
amount equal to underlying net asset 
value he is buying, in effect, a cross- 
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section of the net worth of the trust, 
namely: 
1. Par or stated value of capital 
stock 
2. Paid-in surplus 


3. Net unrealized appreciation or 
depreciation of investments 
4. Earned surplus: 
(a) Arising from sales of se- 
curities 
(b) Undistributed net in- 
come from_ sources 
other than _ security 
profits 


Conversely, when a share of stock 
is repurchased from an investor the 
reverse situation is true in that the 
corporation pays a price equal to the 
per share amount of the aforestated 
elements. 

It can readily be seen that in a 
period of advancing prices where 
larger security profits are realized 
or where there is a large amount of 
appreciation in the portfolio the 
price paid for shares by investors 
includes a large amount for such 
realized or unrealized profits. Ac- 
cording to the method now followed 
by trusts an amount equal to such 
profits is credited to capital sur- 
plus. On the other hand, when shares 
are repurchased at a time when the 
market levels are low and there are 
consequent realized or unrealized 
losses on investments, it does not 
seem proper to charge capital sur- 
plus with the difference between 
par or stated value of capital and 
the repurchase price of such stock 
and to allow the difference between 
the average per share amount of 
capital surplus and such excess to 
remain in capital surplus account. 
The realized loss which might have 
been sustained in selling securities 
to obtain funds to liquidate such 
shares is charged against earned 
surplus. It might well be argued 
that the loss on that portion of the 


portfolio which relates to the retir- 
ing stockholders’ interest might be 
charged against capital surplus since 
it tended to reduce the liquidating 
price of his shares. 

Since equalization of all elements 
of capital and surplus is not feasible 
it would seem preferable not to at- 
tempt to distinguish between capital 
and earned surplus of these trusts, 
but rather, maintain only three sec- 
tions of capital, namely: 


1. Capital stock, at par or stated 
value 


2. Surplus (to include capital sur- 
plus and security profits and 
losses) 


3. Undistributed net income (ex- 
clusive of security profits and 
losses) 


Question: Where market values 
are used, either parenthetically or 
as a valuation of assets in financial 
statements, should cost of realiza- 
tion, such as, stamp taxes, broker- 
age fees, etc., be taken into considera- 
tion? 

Answer: Some trusts calculate 
costs of realization when computing 
asset value of their shares. How- 
ever, in view of the fact that market 
quotations are merely an indication 
of values, it does not seem prac- 
ticable to attempt to arrive at an 
exact liquidating value by taking 
into consideration relatively small 
items such as stamp taxes, broker- 
age commissions, etc. For practical 
purposes it seems sufficient to allow 
for only larger items such as federal 
income taxes on net appreciation and 
management fees which are payable 
upon realization of net appreciation. 

Question: Where liquidating dis- 
tributions on investments held are 
received in the form of securities of 
other companies, should the cost of 
the investments held be apportioned 
on the basis of market values, or 
should the market value of the se- 
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curity received be credited to the in- 
vestment account? 

Answer: Aside from situations 
meriting special treatment in view 
of particular circumstances it ap- 
pears preferable to take up securi- 
ties of other companies received as 
liquidating distributions on invest- 
ments held at market value or esti- 
mated fair value at date of receipt 
and to credit the investment ac- 
count in the issuing company with 
such value. 

Question: Should preferred divi- 
dends received on common stock be 
credited to income under each of 
the following conditions: 


(a) No preferred stock previously 
outstanding. 

(b) When other preferred stocks 
were previously outstand- 
ing. 

(c) Where preferred stock 
ceived is convertible 
common stock. 


re- 
into 


Answer: 
(a) No. 


(b) Yes, but it would seem prefer- 
able to disclose such divi- 
dends which were not paid 
in cash. 


(c) Yes, unless market price indi- 
cates possibility of imme- 
diate conversion. 


Question: 


(a) Should common stock divi- 
dends received on common 
stock be credited to income 
if such dividend is an op- 
tional stock dividend? Does 
it make any difference if 
the option for cash is un- 
favorable on a market value 
basis? 

(b) Are common stock dividends 
on preferred stock, or pre- 
ferred stock dividends on 
preferred stock, to be con- 


sidered in the same category 
as common stock dividends 
on common stock, or as in- 
come? 


Answer: 


(a) No. There appears to be no 
difference as far as the stock- 
holder is concerned between 
an optional stock dividend on 
which the cash option has 
not been exercised and a 
regular stock dividend. If 
the option for cash is un- 
favorable on a market value 
basis there seems to be less 
question as to the similarity 
of such dividends to regular 
stock dividends because the 
stockholders will undoubt- 
edly choose the stock rather 
than the cash. 


(b) Common stock dividends on 
preferred stock or preferred 
stock dividends on preferred 
stock represent income and 
are not in the category of 
regular common stock divi- 
dends on common stock. 


Question: Where a subsidiary in- 
vestment company is purchased at 
less than underlying asset value 
based on market quotations, should 
the underlying assets be reduced to 
so-called consolidated cost? What 
appropriate method might be sug- 
gested to accomplish this? Also an- 
swer this if the condition is the re- 
verse. 

Answer: In a consolidated state- 
ment all assets should be carried at 
cost to the consolidated companies. 
Therefore, the discount at which 
shares of a subsidiary have been ac- 
quired should be applied against the 
underlying assets of the subsidiary 
at date of acquisition. Since the 
assets other than securities are 
usually susceptible to valuation with- 
out much difficulty it would appear 
feasible to apply such discount pro- 
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portionately against the investments 
valued at market or estimated fair 
value at date of acquisition. 

If there is an excess of purchase 
price over underlying net asset value 
of a subsidiary’s shares acquired 
based on market quotations or esti- 
mated fair value and such excess 
purchase price cannot be attributed 
to intangibles or considered as cost 
of a large block of stock which per- 
haps has a fair value in excess of 
the current market price, it would 
seem that such excess cost should 
be charged off. Such situations are 
rather remote except in cases where 
relatively small minority interests 
are acquired. 

Question: In computing minority 
interests in a consolidation of invest- 
ment companies, should such n inor- 
ity interest be computed on the basis 
of the subsidiary companies’ under- 
lying asset values based on cost to 
the subsidiary or cost to the parent 
company? 

Answer: The method of comput- 
ing minority interests in a consoli- 
dated statement depends entirely on 
the method used in presenting such 
statements. If the statement is pre- 
pared on a market basis the minority 
interest should be computed on the 
same basis. Such computations 
should be based on the costs to the 
subsidiary in the case of a cost 
statement. 

Question: Where securities are 
sold on one day at a profit and the 
same securities are repurchased the 
next day at the same or approxi- 
mately at the same price, should a 
realized profit be recorded on such 
transaction, or should the securities 
be reinstated in the portfolio at orig- 
inal cost and the expense incident to 
the sale and repurchase of such se- 
curities be charged to income? 

Answer: It appears more con- 
servative to reinstate such repur- 
chased securities at original cost and 
to charge off to income the expenses 


incident to such transactions. Another 
conservative method might be ac- 
corded such transactions by creating 
a surplus reserve for such profits 
which could be restored to earned 
surplus upon ultimate disposition of 
the repurchased securities. It does 
not seem proper for a company to 
treat such profits as realized if there 
was no intention of disposing of the 
securities involved in such transac- 
tion. 

Question: Should not investment 
company balance sheets be prepared 
on the basis of current market quo- 
tations, or in the absence thereof, at 
estimated fair value with paren- 
thetical notes as to the market value? 

Answer: Statements prepared on 
the basis of market or estimated fair 
value appear preferable because the 
investor is primarily interested in 
the value of his investment. How- 
ever, such statements should indi- 
cate parenthetically the costs of 
investments and the net unrealized ap- 
preciation or depreciation of invest- 
ments should be shown as a segre- 
gation of surplus. 

Question: Where: securities are 
carried in the balance sheet at cost 
and no provision is made for net 
unrealized depreciation of invest- 
ments (excess of cost over amount 
of securities priced at market quo- 
tations), should not a footnote be 
made on the balance sheet referring 
to surplus and indicating how much 
surplus would be reduced if a re- 
serve for such depreciation were set 
up in the balance sheet? 

Answer: In order that financial 
statements may not be misleading 
it is deemed essential that a footnote 
be made against either surplus or 
the aggregate of capital and surplus 
to indicate the effect of net unreal- 
ized depreciation of investments. 

Question: Do dividends from 
realized security profits represent a 
return of capital if the portfolio 
securities have a market deprecia- 
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tion in excess of the realized security 
profits surplus? 

Answer: It would seem that man- 
agement would be subject to criti- 
cism if dividends were paid at a 
time when net unrealized deprecia- 
tion of securities in portfolio offset 
the amount of earned surplus. How- 
ever, if such dividends are paid it 
is difficult to see how an accountant 
can deviate from charging such 
dividends first against earned sur- 
plus even though there exists an 
unrealized loss. 

Question: Why is it the practice 
of investment trusts to allocate 
operating expenses only against divi- 
dend and interest income? I find 
that in most instances the operating 
expenses also apply in part to profits 
on sales of securities. Would not 
an apportionment be more equitable? 

Answer: As a general rule it is 
considered that the excess of income 
from dividends and interest over 
operating expenses of a trust repre- 
sents the main source of income, 
and that security profits should be 
considered in the nature of a special 
or extraordinary profit, and there- 
fore no attempt is made to allocate 
expenses other than federal income 
taxes which might be brought about 
directly through the security profits. 
Of course, some companies overcome 
the problem of allocating expenses 
by crediting security profits, as well 
as dividends and interest income, to 
the income account, and deducting 
all expenses from the total, but I 
think the trusts that do that are 
mainly of the more or less manage- 
ment type investment company, 
which should be differentiated from 
the investment trust type. 

There are investment companies 
that deal with special situations and 
perhaps they cannot be character- 
ized strictly as “trusts”. They might 
go in for underwriting and special 
investments and perhaps obtain con- 
trol of companies. In other words, 


they would look on income as not 
being restricted to yield from in- 
vestments, but that it would include 
any other profits realized as result 
of trading, or as a result of sale of 
special enterprises which had been 
developed to the point where they 
could be disposed of profitably. 

You will generally find that in- 
vestment trusts like to look upon 
dividends and interest, less operat- 
ing expenses, as their chief source 
of income. Security profits are usu- 
ally segregated from income and 
either set aside as special reserves 
or credited directly to earned sur- 
plus (or a segregation thereof). 
Security losses are charged to the 
account to which the profits have 
been credited. 

Question: Do dividends from 
realized security profits represent 
a return of capital if the portfolio 
securities have a market depreciation 
in excess of the realized security 
profits surplus? In other words, if 
vou had earned surplus of $1,000,- 
000.00 and had a shrinkage in your 
portfolio amounting to $1,000,000.00, 
would you say a dividend paid out 
of that earned surplus was a return 
of capital? 

Answer: It is, in effect, a return 
of capital because the securities have 
shrunk in value so that their net 
assets have been reduced, and then 
they further reduce them by paying 
dividends. 

There is a question, however, as 
to how fairly the market prices in- 
dicate the value of the securities. If 
vou have a depressed market due 
to some catastrophe, the security 
values, based on market values, may 
be quite out of line. But that is all 
the more reason for conserving any 
profits they have realized. 

This resolves itself into a question 
of management policy. If it is done, 
however, the accountant cannot do 
other than to report the dividend 
paid and charge it to surplus. How- 
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ever, it is good practice to charge 
any diminution first to the com- 
pany’s earned surplus to the extent 
thereof and any remaining portion 
of such debit to capital surplus. 
Capital surplus should not be 
charged while an earned surplus 
exists. 

This question is really an inven- 
tory proposition, and sound man- 
agement should not disregard a 
shrinkage or loss in the portfolio 
securities, when considering realized 
security profits. The two should be 
taken together from a management 
standpoint. 

Question: In the determination 
of market values, what considera- 
tion is given to large blocks, and to 
the application of the “blockage” 
rule? Would it be proper to use 
book value for large blocks, if the 
management feels that that is closer 
to the value of the entire block? 

Answer: As a matter of general 
practice, it is almost impossible to 
evaluate a large block other than 
by using the market quotation, and 
indicating that it has been used. 
It is true that if you have a quota- 
tion based on the sales of, say, 100 
shares, you are valuing perhaps a 
10,000 share lot on that basis, but 
ordinarily an accountant or man- 
agement cannot arrive at a better 
valuation. It is not practicable to 
seek an appraiser every time a state- 
ment is issued. 

If the management feels that book 
value is closer to the actual value 
than market quotations, in a state- 
ment where the assets are carried 
at cost with a parenthetical nota- 
tion as to market quotations, or 
estimated fair value, such an item 
could be shown separately with the 
market value indicated and a note 
made to the balance sheet stating 
the management’s opinion that mar- 
ket quotations are not indicative of 
the fair value of the asset. 

Question: What chance do you 


think there might be that the S.E.C. 
would apply the “English theory” 
of treating capital losses strictly as 
such, and items of income strictly 
as such? In other words if there 
is a capital loss it goes against the 
capital account. 

Answer: The S.E.C. is leaning 
more the other way, that losses 
should be charged to earned surplus 
to the extent of earned surplus, 
which would constitute the opposite 
view to that expressed in the ques- 
tion. 

Question: In connection with 
realized security profits, isn’t it cus- 
tom rather than the irregularity of 
the transaction that leads to putting 
such items into surplus as special 
credits? 

Answer: No, the reason is that 
such profits are more or less irregu- 
lar, and a better practice would be 
to accumulate such profits in a 
special surplus account and _ not 
distribute them as dividends, so that 
they would be available as a reserve 
against future losses, thereby main- 
taining intact the capital of the cor- 
poration. If a corporation declares 
dividends out of its security profits as 
well as out of other income in profitable 
years, in a market decline, there 
would be no earned surplus remain- 
ing and security losses, or shrink- 
ages would, in effect, impair capital. 

The idea of crediting profits di- 
rectly to surplus and excluding them 
from the income account is more or 
less following the lines of the 
English practice. 

The procedure suggested is con- 
sistent with the practice relative to 
legal trust fund accounting and the 
legal concept that profits from sale 
of principal assets remain in the 
corpus of the trust and are not dis- 
tributable to beneficiaries as income. 
The application of this concept to 
investment trust accounting would 
certainlv incline to the segregation 
of surplus. 
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Question: In mutual investing 
companies, don’t they often have 
what is called an “equalization fund” ? 


Answer: Yes, a majority of them 
do. The theory is that when an in- 
vestor buys shares in an open-end 
trust, he is paying for a portion of 
undistributed net income. The 
accrued net income up to the date 
of his purchase is included in the 
price because he pays underlying 
net asset value. The amount paid 
by the investor is taken up by the 
corporation, and credited to capital 
stock or capital surplus, and there is 
transferred from the latter account 
an amount equivalent to the accrued 
net income at time of purchase. It 
is, in effect, like accrued interest on 
a bond purchased before the interest 
payment date. Upon repurchase of 
shares of capital stock, the reverse 
procedure is followed, so that the 
investor receives his share of the 
undistributed net income at the date 
of repurchase. 


Question: If a dividend were 
paid in depreciated securities, would 
it be necessary to reflect that in 
any way in the income account? 
In other words, assuming you had 
10,000 shares of stock which had 
cost $100 and were now worth $50, 
and you paid them out as a dividend 
in kind, are you required to reflect 
any part of the transaction in the 
income account? 


Answer: There was a case of that 
kind where securities costing ap- 
proximately $1,000,000.00 were dis- 
tributed as a dividend in kind, but 
their market value was approxi- 
mately $600,000.00. Surplus was 
charged with the cost of the securi- 
ties distributed in kind and the value 
based on market quotations was 
indicated parenthetically. The trans- 
action was considered as a distribu- 
tion of income in the form of a 
security, and the depreciation of the 
security was not reflected in the 
income account. 





297 











Inventories and Receivables 
of Department Stores, Instalment Houses, Chain Stores, and 
Other Retailers 


A STATEMENT BY THE COMMITTEE ON AUDITING PROCEDURE OF THE 
AMERICAN INSTITUTE OF ACCOUNTANTS 


Query: Is it practicable and reason- 
able to observe the taking of inven- 
tories and to communicate directly with 
debtors, as added auditing procedures in 
the examination of the financial state- 
ments of department stores, instalment 
houses, chain stores, and other retailers? 


HE report of the American In- 

stitute of Accountants dealing 
with extensions of auditing proced- 
ure indicates that, where “practicable 
and reasonable,” observation of the 
taking of inventories and direct 
communication with debtors are to 
be considered “generally accepted 
auditing procedures,” meaning that 
they are normal, usual, or custom- 
ary. The conjunction “and” is used; 
the procedures must be both prac- 
ticable and reasonable. If they are 
both, their application cannot be 
avoided. Their omission under such 
circumstances necessitates a clear- 
cut exception. 

On the other hand, if these proce- 
dures are not practicable and reason- 
able in the circumstances of a given 
engagement, and if the auditor has 
otherwise satisfied himself, he need 
make no exception or explanation in 
his report. Under such circum- 
stances, however, if he prefers to do 
so, he may make any explanation 
he sees fit. 

The primary meaning of “practica- 

ble” is: 
“capable of being put into practice, 
done, or effected, especially with 
the available means or with reason 
or prudence.” 

The primary meaning of “reason- 
able” is: 

“endowed with reason, or rational, 
having or exercising sound judg- 
ment, or sensible.” 


Rarely is a procedure impossible 
or incapable of being put into prac- 
tice, but it seems that the auditor 
may view “practicable” in the light 
of “with the available means,” or 
“with reason or prudence.” The 
operations may be practicable, but 
they may not be reasonable, i. e., 
not “sensible” in the light of sur- 
rounding circumstances. Notwith- 
standing these refinements in mean- 
ing, it is believed that there will be 
very few cases in commerce and 
industry as a whole in which the 
procedures cannot be applied, to the 
extent that will afford such tests as 
the auditor, in the exercise of his 
judgment, determines to be reason- 
able. 

In the case of the receivables of 
department stores, instalment houses, 
chain stores, and other retailers, 
there might be justifiable question 
as to the reasonableness of applying 
the positive form of confirmation, 
but it is believed that there is no 
question as to the practicability and 
reasonableness of applying the nega- 
tive form of confirmation which re- 
quires no reply unless the recipient 
challenges the balance shown. When 
dealing with housewives, as is the 
case in department stores particu- 
larly, the negative form is more prac- 
ticable than the positive, as it places 
the recipient definitely on notice 
that the creditor’s books show a 
stated balance, and that the auditor 
assumes the correctness of that bal- 
ance unless the debtor objects within 
reasonable time. 

It is believed, therefore, that de- 
partment stores, instalment houses, 
and others dealing with ultimate 
consumers are among the cases in 
which the application of the negative 
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form of direct communication with 
debtors, when carried out in the 
manner suggested in the bulletin, 
Examination of Financial Statements, 
is to be considered as compliance 
with “generally accepted auditing 
procedure.” 

There is a further distinction be- 
tween the larger institutions with 
large masses of receivables which 
may run into tens of thousands of 
items and the smaller ones, because 
the very mass of the accounts re- 
quires more than ordinary division 
of duties affording opportunity for 
more effective internal control. Con- 
firmation of receivables by a selec- 
tive test, where the conditions justify 
it, is within the contemplation of 
the added procedures prescribed. As 
a rule, the larger the mass, the 
smaller the average amount, and the 
more effective the internal control, 
the smaller may be the percentage 
of confirmation; and in unusual 
cases quite a small percentage may 
well be proper. 

As to the added procedures re- 
garding inventories of department 
stores, instalment houses, chain 
stores, and other retailers, it is like- 
wise believed to be practicable and 
reasonable for the auditor to partici- 
pate by suitable observation at the 
time inventories are determined by 
physical count by the client, or to 
require physical tests of inventories 
to be made under his observation. 
The method, extent, and time of 
applying this extension of auditing 
procedure necessarily will vary with 
the circumstances, and the proce- 
dures will be undertaken in addition 
to the usual auditing tests and checks 
of the inventory accounts and re- 
cords, with due consideration to the 
effectiveness of the internal check 
and control as applied not only to 
book records, but also to the proce- 
dure of taking physical inventories. 

Here again there is a distinction 
between large institutions with a 
great number of branches and/or 


departments and the more compact 
or simple organizations, because the 
volume of transactions requires more 
than ordinary division of duties, 
affording opportunity for more ef- 
fective internal control. In such 
cases, the observation or tests of 
physical inventories may well be 
limited to a relatively small number 
of branches or departments and the 
larger the number of branches or de- 
partments and the more effective the 
internal control, the smaller may be 
the percentage to be covered; and in 
unusual cases quite a small percent- 
age may well be proper. 

The auditor’s purpose is to satisfy 
himself as to the credibility of the 
client’s representations concerning 
inventories, but he does not hold 
himself out as an appraiser, valuer, 
or expert in materials. The auditor 
does not “take,” “determine,” or 
“supervise” the inventory. These 
operations are undertaken by man- 
agement, antecedent to its prjmary 
representations concerning quantity, 
condition, and value of the inven- 
tories. The independent certified 
public accountant “observes” these 
procedures in his capacity as an 
auditor, for the purpose of satisfying 
himself as to the fairness of represen- 
tations made by the client, but he 
does not, and should not in his ordin- 
ary capacity as auditor, make the 
original determination. Within these 
clear limitations, it is believed that 
observation of the taking of inven- 
tories of department stores, instal- 
ment houses, chain stores, and other 
retailers is “practicable and reason- 
able” and, therefore, to be considered 
“generally accepted auditing pro- 
cedure.” 

There appears to be a question in 
the minds of some concerning the 
character of exceptions necessitated 
by the omission of the added proce- 
dures when their application is 
practicable and reasonable. When 
the auditor has been unable to satisfy 
himself concerning the amount of 
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inventories or receivables (or any 
other asset) stated in the accounts, 
he will continue, as in the past, to 
make a definite exception as to the 
amount. Moreover, where the added 
procedures prescribed in “I’xtensions 
of Auditing Procedure” are practic- 
able and reasonable, if the auditor 
has not adopted them an exception 
is still required even though he may 
have satisfied himself by other means 
as to the fairness of the amount. 
What is the character of the excep- 
tion in these circumstances? 

The report, “Extensions of Audit- 
ing Procedure,” clearly refers to 
several types of exceptions in the 
following language: 

“Any exception should be ex- 
pressed clearly and unequivocably 
as to whether it affects the scope of 
the work, any particular item in the 
financial statements, the soundness 
of the company’s procedure (as re- 
gards either the books or the finan- 
cial statements), or the consistency 
of accounting practices.” 


This leads to the obvious conclusion 
that when the added procedures are 
applicable and the auditor has not 
adopted them but has satisfied him- 
self by other methods, his exception 
need cover only the omission of the 
procedures (affecting the scope of 
work), without calling into question 
the inherent fairness of the represen- 
tations. On the other hand, were 
the auditor not satisfied, and were 
his exceptions so material or the 
scope of his examination so limited 
as to negate the expression of an 
opinion, he would limit his report 
to a statement of findings, and, if 
appropriate, say that the limitations, 
or exceptions, were such as to make 
it impossible to express an opinion 
concerning the fairness of the state- 
ments as a whole. 

There follows a restatement of the 
standard short form of independent 
certified public accountant’s report 
including a typical paragraph relat- 


ing to the exception which should 
be made when (a) the added proce- 
dures are “practicable and reason- 
able,” but (b) have not been applied, 
and (c) the auditor has otherwise 
satisfied himself: 

“We have examined the balance- 
sheet of the XYZ Company as of 
blank date, and the statements of 
income and surplus for the fiscal 
year then ended, have reviewed the 
system of internal control and the 
accounting procedures of the com- 
pany and, without making a detailed 
audit of the transactions, have ex- 
amined or tested accounting records 
of the company and other supporting 
evidence, by methods and to the 
extent we deemed appropriate, ex- 
cept as stated in the following para- 
graph. 

“Auditing tests and checks of 
accounts and records concerning 
accounts receivable and inventories 
have been made, but upon instruc- 
tions of the company we have not 
applied the generally accepted audit- 
ing procedures of direct communica- 
tion with debtors or attendance at 
the physical count of inventories; 
nor have physical tests of inventor- 
ies been made under our observation. 


“In our opinion, subject to the 
exception stated in the foregoing 
paragraph relating to the limitations 
of the scope of our examination, the 
accompanying balance-sheet and re- 
lated statements of income and sur- 
plus present fairly the position of 
the XYZ Company at blank date, 
and the results of its operations for 
the fiscal year, in conformity with 
generally accepted accounting prin- 
ciples applied on a basis consistent 
with that of the preceding year.” 


It should be emphasized that the 
language in which the exceptions 
are stated above is to be regarded 
as typical and not as standard. Each 
accountant must feel free to state 
his exceptions in whatever form his 
judgment dictates. 
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